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Background 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  was 
established  in  1863  as  a  bureau  of  the  Department  of  the 
Treasury.  The  OCC  is  headed  by  the  Comptroller  who  is 
appointed  by  the  President,  with  the  advice  and  consent  of 
the  Senate,  for  a  5-year  term. 

The  OCC  regulates  national  banks  by  its  power  to: 

•  Examine  the  banks; 

•  Approve  or  deny  applications  for  new  charters, 
branches,  capital  or  other  changes  in  corporate  or 
banking  structure; 

•  Take  supervisory  actions  against  banks  that  do  not 
conform  to  laws  and  regulations  or  which  other¬ 
wise  engage  in  unsound  banking  practices,  in¬ 
cluding  removal  of  officers,  negotiation  of 
agreements  to  change  existing  banking  practices, 
and  issuance  of  cease  and  desist  orders;  and 

•  Issue  rules  and  regulations  concerning  banking 
practices  and  governing  bank  lending  and  invest¬ 
ment  practices  and  corporate  structure. 

The  OCC  divides  the  United  States  into  six  geographical 
districts,  with  each  headed  by  a  Deputy  Comptroller. 

The  Office  is  funded  through  assessments  on  the  assets 
of  national  banks,  and  federal  branches  and  agencies. 
Under  the  International  Banking  Act  of  1978,  the  OCC 
regulates  federal  branches  and  agencies  of  foreign 
banks  in  the  United  States. 


The  Comptroller 

Eugene  A.  Ludwig  took  the  oath  of  office  on  April  5, 
1993,  as  the  27th  Comptroller  of  the  Currency. 

By  statute,  the  Comptroller  serves  a  concurrent  term  as 
Director  of  the  Federal  Deposit  Insurance  Corporation 
and  the  Neighborhood  Reinvestment  Corporation.  The 
Comptroller  also  serves  as  a  member  of  the  Federal 
Financial  Institutions  Examination  Council. 

Mr.  Ludwig  joined  the  OCC  from  the  law  firm  of  Cov¬ 
ington  and  Burling  in  Washington,  D.C.,  where  he  was 
a  partner  beginning  in  1981 .  He  specialized  in  intellec¬ 
tual  property  law,  banking,  and  international  trade.  He 
has  written  numerous  articles  on  banking  and  finance 
for  scholarly  journals  and  trade  publications,  and 
served  as  a  guest  lecturer  at  Yale  and  Harvard  Law 
Schools  and  Georgetown  University’s  International  Law 
Institute. 

Mr.  Ludwig  grew  up  in  York,  Pennsylvania,  where  he 
attended  York  Suburban  High  School.  He  earned  a  B.A. 
magna  cum  laude  from  Haverford  College  in  Pennsyl¬ 
vania.  He  received  a  Keasbey  scholarship  to  attend 
Oxford  University  where  he  studied  politics,  philoso¬ 
phy,  and  economics  and  earned  a  B.A.  and  M.A.  He 
holds  an  LL.B.  from  Yale  University,  where  he  served  as 
editor  of  the  Yale  Law  Journal  and  chairman  of  Yale 
Legislative  Services. 


The  Quarterly  Journal  is  the  journal  of  record  for  the  most  significant  actions  and  policies  of  the  Office  of  the  Comptroller  of 
the  Currency  It  is  published  four  times  a  year  in  March,  June,  September  and  December.  The  Quarterly  Journal  includes 
policy  statements,  decisions  on  banking  structure,  selected  speeches  and  testimony,  material  released  in  the  interpre¬ 
tive  letters  series  statistical  data  and  other  information  of  interest  to  the  administration  of  national  banks.  Suggestions, 
comments  or  questions  on  content  may  be  sent  to  Claire  Emory,  Senior  Writer/Editor,  Communications  Division,  Comptroller 
of  the  Currency,  Washington,  D  C.  20219.  Subscriptions  are  available  for  $100  a  year  by  writing  to  Publications  -QJ. 
Comptroller  of  the  Currency,  RO  Box  70004,  Chicago,  IL  60673-0004. 
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Operations  of  National  Banks 


Net  Income 

In  the  first  quarter  of  1996  the  national  banking  system 
continued  its  strong  earnings  performance  of  the  last 
three  years.  National  banks  reported  aggregate  net 
income  of  $6.75  billion  in  the  first  quarter,  up  1  percent 
from  the  same  period  of  1995.  Looking  at  the  quarter- 
to-quarter  change,  however,  this  marked  the  second 
consecutive  quarter  that  aggregate  net  income 
declined,  following  the  record  performance  of  $8.4 
billion  in  the  third  quarter  of  1995. 

Four  developments  are  worthy  of  note.  First,  net  interest 
income  increased  $1.5  billion,  or  7.2  percent.  This 
represented  a  net  interest  margin  of  3.82  percent,  vir¬ 
tually  unchanged  from  the  historically  healthy  level  of 
3.84  percent  in  1995.  Second,  noninterest  income  grew 
12.1  percent,  to  $13.5  billion,  and  noninterest  expense 
grew  1 1 .3  percent,  to  $24.1  billion,  netting  to  a  reduc¬ 
tion  of  almost  $1  billion  in  pre-tax  income.  Third,  the  first 
quarter  provision  for  loan  losses  increased  61.2  per¬ 
cent,  from  $1.3  billion  in  1995  to  $2.0  billion  in  1996. 
The  ratio  of  loan  loss  provision  to  loans  in  the  first 
quarter  was  0.54  percent,  up  from  0.37  percent  in  the 
first  quarter  of  1 995,  but  still  low  by  historical  standards. 
Fourth,  net  securities  gains  and  extraordinary  income 
rose  by  $420  million  compared  to  the  first  quarter  of 
1995.  ‘ 

Net  income 


1992  1993  1994  1995  1996 


Source:  call  reports 


Net  interest  margin 

% 


Source:  call  reports 

Loan  loss  provision 

$  Billions 


Source:  call  reports 

Profitability 

Compared  to  the  first  quarter  a  year  ago,  aggregate 
return  on  equity  (ROE)  declined  from  15.5  percent  to 
14.1  percent.  Aggregate  return  on  assets  (ROA) 
declined  from  1.20  percent  to  1.13  percent.  Although 
neither  of  these  quarters  matched  the  performance  of 
1995’s  third  quarter  (ROE  of  18.4  percent  and  ROA  of 
1.47  percent),  both  are  relatively  high  by  historical 
standards. 


Quarterly  Journal,  Vol.  15,  Mo.  2,  June  1996  1 


Return  on  equity 


% 


Under  $100  mil.  $100mil.- 1  bit.  $1-10  bil  0ver$10bil. 


But  the  consumer  loan  loss  rate  for  the  quarter  in¬ 
creased  from  1.49  percent  in  1995  to  2.22  percent  in 
1996.  The  consumer  loss  rate  in  the  first  quarter  was 
only  somewhat  less  than  the  peak  consumer  loan  loss 
rate  of  2.45  percent  in  1991 .  The  reported  loan  reserve 
coverage  of  noncurrent  loans  looks  strong  by  historical 
standards,  rising  from  167  percent  in  the  first  quarter  of 
1995  to  175  percent  in  first  quarter  of  1996.  By  com¬ 
parison,  the  coverage  ratio  ranged  from  41  percent  to 
82  percent  between  1984  and  1992.  Thus,  although 
total  loan  losses  increased  compared  to  the  quarter  a 
year  ago,  the  loss  rate  and  coverage  ratios  generally 
remain  favorable. 

Loss  reserve  to  noncurrent  loans 


Source:  call  reports 

Aggregate  profitability  varied  by  bank  size.  ROE  was 
virtually  unchanged  for  banks  with  assets  under  $1 
billion  but  declined  for  larger  banks.  Banks  with  assets 
greater  than  $10  billion  saw  their  ROE  decline  from  1 5.2 
percent  to  13.7  percent.  For  banks  with  assets  between 
$1  billion  and  $10  billion,  ROE  declined  from  17.3 
percent  to  15.5  percent. 

Credit  Quality 

The  increase  in  provisioning  reflected  a  rise  in  net  loan 
losses.  Aggregate  net  loan  losses  in  the  first  quarter 
rose  from  $1.2  billion  in  1995  to  $2.2  billion  in  1996.  This 
increase  resulted  in  a  ratio  of  net  loan  losses  to  loans 
of  0.58  percent  for  the  first  quarter  of  1 996,  which  is  still 
historically  low.  For  example,  this  loss  ratio  ranged  from 
0.83  percent  to  1.71  percent  between  1984  and  1993. 
In  the  first  quarter  of  1996,  loss  rates  for  C&l  and  for 
real  estate  loans  remained  historically  low. 


1992  1993  1994  1995  1996 

Source  call  reports 


% 


Source:  call  reports 

Loan  Growth 

This  article  thus  far  has  focused  cm  comparisons  be¬ 
tween  operations  in  the  first  quarters  of  1995  and  1996. 
A  simple  comparison  of  aggregate  loan  outstandings 
at  those  two  points  shows  growth  of  9.3  percent,  a  rate 
consistent  with  other  recent  year-long  periods.  How¬ 
ever,  there  are  indications  that  we  have  entered  a 
period  of  reduced  loan  growth  rates. 

Loan  growth  in  the  first  quarter  of  1996  —  4.0  percent 
on  an  annual  basis  —  was  substantially  less  than  loan 
growth  in  the  prior  three  quarters,  which  averaged  1 0.7 
percent,  and  less  than  the  7.0  percent  loan  growth  rate 
in  the  first  quarter  of  1 995.  Also,  the  first  quarter  of  1 996 
was  the  first  quarter  since  the  fourth  quarter  of  1990  in 
which  the  growth  rate  in  each  of  the  three  major  lending 
categories —  real  estate,  commercial  and  industrial, 
and  consumer  —  declined.  The  growth  rate  for  ag¬ 
gregate  loans  at  all  commercial  banks  —  both  state  and 
nationally  chartered  —  has  declined  for  three  consecu¬ 
tive  quarters.  This  suggests  we  have  entered  a  period 
of  reduced  loan  growth  rates. 
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Annualized  quarterly  loan  growth 


Capital 


Source:  call  reports 


National  banks  continued  to  build  capital  in  the  first 
quarter.  Equity  capital  rose  by  $2.7  billion  in  the  first 
quarter  to  $192.7  billion.  Compared  to  the  first  quarter 
a  year  ago,  equity  capital  has  increased  by  $14.6 
billion.  About  one-sixth  of  this  increase  over  the  last 
year  is  due  to  the  impact  of  interest  rate  changes  on  the 
value  of  banks'  holdings  of  available-for-sale  securities. 

At  the  end  of  the  first  quarter,  banks  had  $0.3  billion  in 
unrealized  holding  losses  on  available-for-sale 
securities,  compared  to  the  $2.7  billion  in  unrealized 
holding  losses  a  year  ago.  This  swing  in  unrealized 
losses  on  available-for-sale  securities  is  partly  respon¬ 
sible  for  the  change  in  ROE  and  capital  ratios  over  the 
last  year.  The  equity  capital  ratio  rose  to  8.03  percent 
in  the  first  quarter,  compared  to  7.79  percent  a  year 
ago. 
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Aggregate  performance  data  for  national  banks 


(Data  through  first  quarter  of  each  year) 


Industry  Structure 


1991 


1992 


1993 


Number  of  banks 

Number  of  banks  with  losses 

Number  of  failed/assisted  banks 


3,953 

509 

13 


3,740 

314 

9 


3,530 

220 

6 


Income  Statement  ($  Billions) 


1994 


1995 


1996 


3,255 

148 

0 


2,982 

93 

0 


2,823 

105 

0 


Year-to-Date: 

Net  income 

2.96 

Net  interest  income 

17.33 

Noninterest  income . 

8.93 

Noninterest  expense  .  . 

17.96 

Loan  loss  provision . 

4.62 

Gams  on  securities  sales,  net  .... 

0.27 

Extraordinary  income,  net  .... 

0.34 

Net  loan  loss  .  . 

4.19 

First  Quarter: 

Net  income 

296 

Net  interest  income  .... 

17.33 

Noninterest  income . 

8.93 

Noninterest  expense  .... 

17.96 

Loan  loss  provision . 

4.62 

Gams  on  securities  sales,  net 

0.27 

Extraordinary  income,  net  ... 

0.34 

Net  loan  loss . 

4.19 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity  .  .  . 

9.73 

Return  on  assets  .... 

0.60 

Net  interest  margin  .  . 

3.52 

Loss  provision  to  loans 

1.45 

Net  loan  loss  to  loans  . 

1.32 

Noncurrent  loans  to  loans 

4.34 

Loss  reserves  to  loans  .  . 

2.64 

Loss  reserves  to  noncurrent  loans  . 

60  88 

Loans  to  assets . 

64.86 

Loans  to  deposits 

83.01 

Equity  to  assets  .... 

6.26 

Estimated  leverage  ratio 

5.90 

Estimated  risk-based  capital  ratio . 

9.32 

Note:  1996  data  are  preliminary. 

Financial  and  Statistical  Analysis  (06/06/96) 


3.97 
19.04 
9  89 
19.23 
4.79 
0.68 
0.11 
4.14 


6.33 

20.05 

10.74 

21.21 

2.80 

0.53 

1.51 

2.49 


6.52 

20.39 

11.29 

20.50 

1.45 

0.36 

-0.04 

1.47 


6.69 

21.36 

12.03 

21.60 

1.27 

-0.08 

-0.01 

1.21 


6.75 

22.90 

13.49 

24.05 

2.05 

0.28 

0.06 

2.21 


3.97 

19.04 

9.89 

19.23 

4.79 

0.68 

0.11 

4.14 


6.33 

20.05 

10.74 

21.21 

2.80 

0.53 

1.51 

2.49 


6.52 

20.39 

11.29 

20.50 

1.45 

0.36 

-0.04 

1.47 


6.69 

21.36 

12.03 

21.60 

1.27 

-0.08 

-0.01 

1.21 


6.75 

22.90 

13.49 

24.05 

2.05 

0.28 

0.06 

2.21 


12.28 

0.80 

3.84 
1.57 
1.35 
4.07 

2.84 
69.65 
61.31 
77.87 

6.60 

6.25 

10.36 


17.15 

1.28 

4.05 

0.95 

0.84 

3.19 

2.79 

87.37 

59.70 

77.94 

7.65 

7.10 

12.03 


15.81 

1.23 

3.84 

0.46 

0.46 

1.93 

2.48 

128.58 

58.78 

81.25 

7.70 

736 

12.63 


15.51 

1.20 

3.84 

0.37 

0.35 

1.32 

2.21 

167.47 

61.62 

87.78 

7.79 

7.53 

12.58 


14.15 

1.13 

3.82 

0.54 

0.58 

1.17 

2.04 

174.79 

64.14 

90.66 

8.03 

7.43 

12.34 
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Aggregate  condition  data  for  national  banks 
(Data  through  first  quarter  of  each  year) 


1991 

1992 

1993 

1994 

1995 

1996 

Balance  Sheet  ($  Billions) 

Assets . 

1,957.26 

1,985.97 

1,985.80 

2,168.21 

2,286.28 

2,400  89 

Loans  . 

1,269.51 

1,217.63 

1,185.59 

1,274.45 

1,408.76 

1,540  05 

Real  estate  (RE)  . 

504.64 

503.48 

494.13 

524.47 

573.70 

617.65 

Commercial  &  industrial  (C&l) . 

379.63 

343.37 

331.81 

352.90 

383.11 

414.45 

Consumer  (cnsmr) . 

235.64 

229.69 

227.40 

252.48 

292.71 

317.85 

Noncurrent  loans . 

55.10 

49.60 

37.82 

24.59 

18.59 

17.95 

Noncurrent  RE  loans . 

28.13 

27.07 

22.07 

14.78 

10.92 

9.18 

Noncurrent  C&l  loans . 

18.57 

15.33 

10.15 

5.63 

3.82 

4.25 

Noncurrent  cnsmr  loans . 

3.37 

3.44 

3.10 

2.84 

3.14 

3.87 

Other  real  estate  owned  . 

16.44 

18.43 

16.44 

9.73 

499 

3.58 

Securities  not  in  trading  account*  . 

323.26 

372.78 

419.93 

446.63 

401.25 

386.74 

Total  liabilities . 

1,834.69 

1,854.96 

1 ,833.94 

2,001.29 

2,108.21 

2,208.21 

Total  deposits . 

1 ,529.32 

1,563.58 

1,521.20 

1,568.57 

1,604.88 

1,698  79 

Domestic  deposits . 

1,335.51 

1,368.05 

1,328.40 

1,340.53 

1,323.83 

1,408.01 

Loan  loss  reserve . 

33.55 

34.55 

33.04 

31.62 

31.13 

31.38 

Equity  capital . 

122.56 

131.00 

151.85 

166.92 

178.07 

192.67 

Total  capital . 

149.53 

156.98 

178.84 

198.91 

212.39 

225.16 

Balance  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

-30.22 

0.72 

-20.98 

66.18 

28.63 

-2.59 

Loans  . 

-9.07 

-13.63 

-9.49 

3.78 

24.33 

15.15 

Noncurrent  loans . 

3.27 

-0.80 

-2.29 

-1.73 

0.72 

0.28 

Other  real  estate  owned . 

1.99 

0.76 

-0.72 

-0.77 

-1.04 

-0.18 

Securities  not  in  trading  account*  . 

10.32 

12.57 

16.09 

9.52 

-13.09 

-4.02 

Total  liabilities . 

-32.56 

-3.07 

-27.78 

64.25 

23.55 

-5.30 

Total  deposits . 

-29.24 

-9.66 

-30.49 

-8.50 

-25.11 

2.98 

Loan  loss  reserve . 

-0.68 

0.70 

-0.02 

0.06 

0.07 

0.12 

Equity  capital . 

2.34 

3.78 

6.79 

1.93 

5.08 

2.70 

Total  capital . 

2.42 

3.44 

5.38 

3.73 

3.13 

4.52 

First  Quarter  Changes: 

Assets . 

-30.22 

0.72 

-20.98 

66.18 

28.63 

-2.59 

Loans  . 

-9.07 

-13.63 

-9.49 

3.78 

24.33 

15.15 

Noncurrent  loans . 

3.27 

-0.80 

-2.29 

-1.73 

0.72 

0.28 

Other  real  estate  owned . 

1.99 

0.76 

-0.72 

-0.77 

-1.04 

-0.18 

Securities  not  in  trading  account*  . 

10.32 

12.57 

16.09 

9.52 

-13.09 

-4.02 

Total  liabilities . 

-32.56 

-3.07 

-27.78 

64.25 

23.55 

-5.30 

Total  deposits . 

-29.24 

-9.66 

-30.49 

-8.50 

-25.11 

2.98 

Loan  loss  reserve . 

-0.68 

0.70 

-0.02 

0.06 

0.07 

0.12 

Equity  capital . 

2.34 

3.78 

6.79 

1.93 

5.08 

2.70 

Total  capital . 

2.42 

3.44 

5.38 

3.73 

3.13 

4  52 

‘Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale"  are  valued 
at  their  current  fair  value. 

Note:  1996  data  are  preliminary. 

Financial  and  Statistical  Analysis  (06/06/96) 
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Aggregate  performance  data  for  national  banks  by  size 


(Data  through  first  quarter  of  each  year) 


Under  SlOOM 

$  1 00M-$B 

$1B-$10B 

Over  $1  OB 

Total 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

Industry  Structure 

Number  of  banks . 

1,730 

1,563 

1,038 

1,035 

173 

181 

41 

44 

2,982 

2,823 

Number  of  banks  with  losses . 

65 

71 

23 

24 

4 

7 

1 

3 

93 

105 

Number  of  failed/assisted  banks . 

Income  Statement  ($  Billions) 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Yea  r-to- Date: 

Net  income 

0.25 

0.23 

0.87 

0.88 

2.01 

1.98 

3.56 

3.65 

6.69 

6  75 

Net  interest  income  . 

0.92 

0.82 

2.97 

2.92 

6.33 

6.69 

11.15 

12.47 

21.36 

22.90 

Noninterest  income  . 

0.34 

0.37 

1.07 

1.09 

3.43 

3.47 

7.20 

8.56 

12.03 

13.49 

Noninterest  expense . 

0.87 

0.82 

2.56 

2.53 

6.03 

6.00 

12.14 

14.70 

21  60 

24.05 

Loan  loss  provision . 

0.02 

0.03 

0.16 

0.18 

0.60 

1.11 

0.49 

0.74 

1.27 

2.05 

Gains  on  securities  sales,  net 

-0.01 

0.00 

-0.02 

0.02 

-0  06 

0.06 

0.01 

0.20 

-0.08 

0.28 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

-0.01 

0.06 

-0.01 

0.06 

Net  loan  loss  . 

0.02 

0.02 

0.13 

0.19 

0.49 

0.95 

0.58 

1.04 

1.21 

2.21 

First  Quarter: 

Net  income  . 

0.25 

0.23 

0.87 

0.88 

2.01 

1.98 

3.56 

3.65 

6.69 

6.75 

Net  interest  income . 

0.92 

0.82 

2.97 

2.92 

6.33 

6.69 

11.15 

12.47 

21.36 

22.90 

Noninterest  income . 

0.34 

0.37 

1.07 

1.09 

3.43 

3.47 

7.20 

8.56 

12.03 

13.49 

Noninterest  expense . 

0.87 

0.82 

2.56 

2.53 

6.03 

6.00 

12.14 

14.70 

21.60 

24.05 

Loan  loss  provision . 

0.02 

0.03 

0.16 

0.18 

0.60 

1.11 

0.49 

0.74 

1.27 

2.05 

Gams  on  securities  sales,  net  . 

-0.01 

0.00 

-0.02 

0.02 

-0.06 

0.06 

0.01 

0.20 

-0.08 

0.28 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.00 

-0.01 

0.06 

-0.01 

0.06 

Net  loan  loss . 

Performance  Ratios  (%) 

0.02 

0.02 

0.13 

0.19 

0.49 

0.95 

0.58 

1.04 

1.21 

2.21 

Year-to-Date: 

Return  on  equity . 

11.91 

11.74 

14.42 

14.12 

17.29 

15.47 

15.22 

13.70 

15.51 

14.15 

Return  on  assets . 

1.19 

1.20 

1.30 

1.31 

1.38 

1.30 

1.10 

1.01 

1.20 

1.13 

Net  interest  margin . 

4.40 

4.20 

4.45 

4.35 

4.34 

4.38 

3.45 

3.47 

3.84 

3.82 

Loss  provision  to  loans 

0.22 

0.27 

0.40 

0.43 

0.64 

1.09 

0.25 

0.32 

0.37 

0.54 

Net  loan  loss  to  loans . 

0.14 

0.16 

0.32 

0.47 

0.52 

0.94 

0.29 

0.45 

0.35 

0.58 

Noncurrent  loans  to  loans . 

1.19 

1.22 

0.97 

0.99 

0.98 

0.99 

1.55 

1.27 

1.32 

1.17 

Loss  reserves  to  loans . 

1.56 

1.44 

1.64 

1.59 

2.19 

2.23 

2.37 

2.06 

2.21 

2.04 

Loss  reserves  to  noncurrent  loans . 

130.47 

118.20 

168.81 

160.00 

222.90 

225.36 

152.43 

162.02 

167.47 

174.79 

Loans  to  assets . 

54  02 

54.45 

61.05 

60.55 

65.32 

66.29 

60.59 

64.43 

61.62 

64.14 

Loans  to  deposits . 

62.16 

62.60 

73.62 

72.84 

91.70 

96.52 

91.56 

94.14 

87.78 

90.66 

Equity  to  assets . 

10.15 

10.26 

9.21 

9.31 

8.13 

8.50 

7.21 

7.46 

7.79 

8.03 

Estimated  leverage  ratio . 

10.32 

10.22 

9.21 

9.12 

7.82 

7.84 

6.87 

6.79 

7.53 

7.43 

Estimated  risk-based  capital  ratio  .... 

18.73 

18.35 

15.45 

15.28 

12.60 

12.51 

11.82 

11.61 

12.58 

12.34 

Note:  1996  data  are  preliminary.  0.00  indicates  a  gain  of  less  than  $5  million.  Numbers  may  not  add  to  total  due  to  rounding. 
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Aggregate  condition  data  for  national  banks  by  size 
(Data  through  first  quarter  of  each  year) 


Under  $100M 

$100M-$1B 

$1B-$10B 

Over  $10B 

Total 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

Balance  Sheet  ($  Billions) 

Assets . 

83.53 

77.58 

268.39 

270.56 

586.59 

613.11 

1,347.77 

1,439  64 

2,286  28 

2,400  89 

Loans  . 

45.12 

42.24 

163.84 

163.83 

383.15 

406.43 

816.64 

927.55 

1,408  76 

1,540  05 

Real  estate  (RE)  . 

25.41 

23.61 

90.20 

92.11 

153.06 

160.76 

305.04 

341.17 

573.70 

617.65 

Commercial  &  industrial  (C&l) . 

7.51 

7.37 

27.39 

28.08 

81.21 

84  16 

267.00 

294  84 

383  1 1 

414  45 

Consumer  (cnsmr) . 

7.31 

6.77 

37.91 

35.73 

122.26 

132.49 

125.23 

142.87 

292.71 

317.85 

Noncurrent  loans . 

0.54 

0.52 

1.59 

1.63 

3.76 

4.03 

12.69 

11.78 

18.59 

17.95 

Noncurrent  RE  loans . 

0.27 

0.25 

0.92 

0.88 

1.92 

1.70 

7.81 

6.35 

10.92 

9.18 

Noncurrent  C&l  loans . 

0.22 

0.22 

0.44 

0.43 

0.66 

0.77 

2.50 

2.82 

3.82 

4  25 

Noncurrent  cnsmr  loans  . 

0.05 

0.04 

0.22 

0.28 

1.05 

1.37 

1.83 

2.18 

3.14 

3  87 

Other  real  estate  owned . 

0.22 

0.15 

0.47 

0.37 

0.72 

0.57 

3.58 

2.49 

4  99 

3.58 

Securities  not  in  trading  account*  . 

28.13 

24.63 

74.66 

74.61 

123.32 

109.12 

175.13 

178.37 

401.25 

386  74 

Total  liabilities . 

75.06 

69.62 

243.66 

245.36 

538.91 

560.99 

1,250.59 

1,332.24 

2,108.21 

2,20821 

Total  deposits . 

72.60 

67.48 

222.56 

224.91 

417.84 

421.09 

891.88 

985.31 

1,604.88 

1,698  79 

Domestic  deposits . 

72.60 

67.48 

222.17 

224.47 

406.29 

412.52 

622.78 

703.54 

1,323.83 

1,408  01 

Loan  loss  reserve . 

0.70 

0.61 

2.69 

2.61 

8.39 

9.08 

19.35 

19.09 

31.13 

31.38 

Equity  capital . 

8.48 

7.96 

24.72 

25.19 

47.68 

52.12 

97.18 

107.40 

178.07 

192.67 

Total  capital . 

9.06 

8.31 

26.50 

26.29 

53.58 

56.11 

123.25 

134.46 

212.39 

225.16 

Balance  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

-3.05 

-0.77 

-10.50 

-1.44 

-14.46 

19.62 

56.64 

-20.00 

28.63 

-2.59 

Loans  . 

-1.30 

-0.34 

-4.36 

0.15 

0.70 

15.56 

29.29 

-0.22 

24.33 

15.15 

Noncurrent  loans . 

0.01 

0.04 

-0.01 

0.06 

-0.08 

0.25 

0.80 

-0.08 

0.72 

0.28 

Other  real  estate  owned . 

-0.01 

0.00 

-0.05 

0.00 

-0.10 

0.03 

-0.87 

-0.21 

-1.04 

-0.18 

Securities  not  in  trading  account*  . 

-1.31 

-0.01 

-4.46 

1.08 

-4.37 

1.02 

-2.95 

-6.11 

-13.09 

-4.02 

Total  liabilities . 

-3.12 

-0.75 

-10.91 

-1.49 

-15.41 

16.91 

52.99 

-19.97 

23.55 

-5.30 

Total  deposits . 

-2.71 

-0.57 

-9.74 

-1.84 

-9.98 

13.21 

-2.69 

-7.82 

-25.11 

2.98 

Loan  loss  reserve . 

-0.02 

0.00 

-0.05 

0.04 

0.07 

0.56 

0.07 

-0.49 

0.07 

0.12 

Equity  capital . 

0.07 

-0.03 

-.41 

0.05 

0.95 

2.71 

3.65 

-0.04 

5.08 

2.70 

Total  capital . 

-0.13 

0.03 

-0.07 

0.33 

0.43 

3.28 

2.90 

0.88 

3.13 

4.52 

First  Quarter  Changes: 

Assets . 

-3.05 

-0.77 

-10.50 

-1.44 

-14.46 

19.62 

56.64 

-20.00 

28.63 

-2.59 

Loans  . 

-1.30 

-0.34 

-4.36 

0.15 

0.70 

15.56 

29.29 

-0.22 

24.33 

15.15 

Noncurrent  loans . 

0.01 

0.04 

-0.01 

0.06 

-0.08 

0.25 

0.80 

-0.08 

0.72 

0.28 

Other  real  estate  owned . 

-0.01 

0.00 

-0.05 

0.00 

-0.10 

0.03 

-0.87 

-0.21 

-1.04 

-0.18 

Securities  not  in  trading  account*  . 

-1.31 

-0.01 

-4.46 

1.08 

-4.37 

1.02 

-2.95 

-6.11 

-13.09 

-4.02 

Total  liabilities . 

-3.12 

-0.75 

-10.91 

-1.49 

-15.41 

16.91 

52.99 

-19.97 

23.55 

-5.30 

Total  deposits . 

-2.71 

-0.57 

-9.74 

-1.84 

-9.98 

13.21 

-2.69 

-7.82 

-25.11 

2.98 

Loan  loss  reserve . 

-0.02 

0.00 

-0.05 

0.04 

0.07 

0.56 

0.07 

-0.49 

0.07 

0.12 

Equity  capital . 

0.07 

-0.03 

0.41 

0.05 

0.95 

2.71 

3.65 

-0.04 

5.08 

2.70 

Total  capital . 

-0.13 

0.03 

-0.07 

0.33 

0.43 

3.28 

2.90 

0.88 

3.13 

4.52 

'Beginning  in  1994,  securities  classified  by  banks  as  "held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as  "available-for-sale"  are  valued 
at  their  Numbers  may  not  add  to  total  due  to  rounding. 

Note:  1996  data  are  preliminary. 
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Aggregate  performance  data  for  national  banks  by  region 
(Data  through  first  quarter  of  1996) 


northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

Total 

Industry  Structure 

Number  of  banks . 

329 

378 

600 

502 

701 

313 

2,823 

Number  of  banks  with  losses 

14 

15 

15 

21 

19 

21 

105 

Number  of  failed/assisted  banks . 

0 

0 

0 

0 

0 

0 

0 

Income  Statement  ($  Billions) 

Year-to-Date: 

Net  income . 

1.68 

1.23 

1.03 

0.59 

0.71 

1.52 

6.75 

Net  interest  income . 

7.26 

4.00 

3.38 

1.67 

2.13 

4  45 

22.90 

Noninterest  income . 

5.09 

1.90 

1.41 

1.31 

1.08 

2.69 

13.49 

Noninterest  expense . 

9.10 

3.78 

2.97 

1.83 

2.07 

4.29 

24.05 

Loan  loss  provision . 

0.72 

0.28 

0.28 

0.26 

0.08 

0.43 

2.05 

Gains  on  securities  sales,  net  . 

0.15 

0.05 

0.02 

0.03 

0.01 

0.03 

0.28 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.06 

0.06 

Net  loan  loss . 

0.72 

0.30 

0.29 

0.23 

0.08 

0.57 

2.21 

First  Quarter: 

Net  income . 

1.68 

1.23 

1.03 

0.59 

0.71 

1.52 

6.75 

Net  interest  income . 

7.26 

4.00 

3.38 

1.67 

2.13 

4.45 

22.90 

Noninterest  income . 

5.09 

1.90 

1.41 

1.31 

1.08 

2.69 

13.49 

Noninterest  expense . 

9.10 

3.78 

2.97 

1.83 

2.07 

4.29 

24.05 

Loan  loss  provision . 

0.72 

0.28 

0.28 

0.26 

0.08 

0.43 

2.05 

Gains  on  securities  sales,  net  . 

0.15 

0.05 

0.02 

0.03 

0.01 

0.03 

0.28 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.06 

0.06 

Net  loan  loss . 

0.72 

0.30 

0.29 

0.23 

0.08 

0.57 

2.21 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

10.73 

14.31 

14.19 

17.50 

15.34 

18.41 

14.15 

Return  on  assets . 

0.85 

1.10 

1.14 

1.40 

1.25 

1.51 

1.13 

Net  interest  margin . 

3.66 

3.58 

3.76 

3.99 

3.75 

4.42 

3.82 

Loss  provision  to  loans . 

0.58 

0.39 

0.49 

0.97 

0.26 

0.61 

0.54 

Net  loan  loss  to  loans . 

0.58 

0.43 

0.51 

0.88 

0.25 

0.81 

0.58 

Noncurrent  loans  to  loans  . 

1.62 

0.81 

0.91 

1.00 

0.86 

1.15 

1  17 

Loss  reserves  to  loans . 

2.37 

1.61 

1.82 

1.79 

1.49 

2.41 

2.04 

Loss  reserves  to  noncurrent  loans  .... 

146.31 

200.51 

200.47 

178.99 

173.14 

210.03 

174.79 

Loans  to  assets . 

63.03 

64.33 

64.21 

62.62 

57.84 

70.29 

64.14 

Loans  to  deposits . 

90  36 

91  98 

90.55 

91.50 

75.64 

98.67 

90.66 

Equity  to  assets . 

7.94 

7.81 

8.14 

8.15 

8.19 

8.20 

8  03 

Estimated  leverage  ratio . 

7.32 

7.17 

7.66 

7.76 

7.61 

7.47 

7  43 

Estimated  risk-based  capital  ratio . 

12.29 

12.07 

12.33 

12.92 

13.09 

12.16 

12.34 

Note:  1996  data  are  preliminary.  0.00  indicates  a  gain  of  less  than  $5  million. 
Numbers  may  not  add  to  total  dueto  rounding. 
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Aggregate  condition  data  for  national  banks  by  region 
(Data  through  first  quarter  of  1996) 


Northeast 

Southeast 

Central 

Midwest 

South  west 

West 

Total 

Balance  Sheet  ($  Billions) 

Assets . 

792.02 

452.93 

358.89 

167.71 

227.84 

401  49 

2,400  89 

Loans  . 

499.23 

291.36 

230.44 

105.02 

131.78 

282.23 

1 ,540.05 

Real  estate  (RE)  . 

172.65 

142.62 

94.04 

36.63 

60.51 

111.22 

617.65 

Commercial  &  industrial  (C&l) . 

152.26 

69.38 

61.01 

25.82 

38.14 

67.83 

414.45 

Consumer  (cnsmr) . 

99.77 

49.37 

54.27 

31.70 

23.69 

59  06 

317.85 

Noncurrent  loans . 

8.10 

2.35 

2.09 

1.05 

1.13 

3.24 

17.95 

Noncurrent  RE  loans . 

4.17 

1.36 

0.89 

0.33 

0.56 

1.87 

9.18 

Noncurrent  C&l  loans . 

1.61 

0.59 

0.70 

0.28 

0.39 

0.67 

4.25 

Noncurrent  cnsmr  loans . 

2.04 

0.35 

0.44 

0.36 

0.13 

0.56 

3.87 

Other  real  estate  owned . 

1.62 

0.56 

0.24 

0.10 

0.20 

0.86 

3.58 

Securities  not  in  trading  account* . 

109.07 

78.65 

60.24 

33.39 

63.13 

42.26 

386.74 

Total  liabilities . 

729.16 

417.56 

329.68 

154.04 

209.18 

368.59 

2,208.21 

Total  deposits . 

552.51 

316.78 

254.48 

114.77 

174.22 

286.03 

1,698.79 

Domestic  deposits . 

350.65 

298.13 

234.81 

112.99 

170.70 

240.74 

1,408.01 

Loan  loss  reserve . 

11.85 

4.70 

4.19 

1.87 

1.96 

6.80 

31.38 

Equity  capital . 

62.86 

35.37 

29.21 

13.67 

18.65 

32.91 

192.67 

Total  capital . 

76.37 

40.01 

34.08 

15.68 

19.66 

39.36 

225.16 

Balance  Sheet  Changes  ($  Billions) 

Year-to-Date  Changes: 

Assets . 

-6.26 

16.64 

-8.22 

-3.07 

0.52 

-2.20 

-2.59 

Loans  . 

0.26 

15.54 

-1.02 

-2.74 

0.38 

2.72 

15.15 

Noncurrent  loans . 

0.23 

0.21 

0.00 

0.09 

0.07 

-0.34 

0.28 

Other  real  estate  owned  . 

-0.25 

0.03 

0.00 

0.00 

-0.01 

0.05 

-0.18 

Securities  not  in  trading  account* . 

-3.04 

0.69 

-0.84 

0.02 

0.96 

-1.81 

-4.02 

Total  liabilities . 

-6.21 

14.25 

-8.23 

-3.24 

0.26 

-2.12 

-5.30 

Total  deposits . 

-2.18 

15.77 

-9.51 

-1.04 

1.13 

-1.20 

2.98 

Loan  loss  reserve . 

0.05 

0.14 

-0.04 

0.03 

0.01 

-0.07 

0.12 

Equity  capital . 

-0.05 

2.40 

0.02 

0.17 

0.26 

-0.08 

2.70 

Total  capital . 

0.07 

2.76 

0.62 

0.11 

0.34 

0.61 

4.52 

First  Quarter  Changes: 

Assets . 

-6.26 

16.64 

-8.22 

-3.07 

0.52 

-2.20 

-2.59 

Loans  . 

0.26 

15.54 

-1.02 

-2.74 

0.38 

2.72 

15.15 

Noncurrent  loans . 

0.23 

0.21 

0.00 

0.09 

0.07 

-0.34 

0.28 

Other  real  estate  owned . 

-0.25 

0.03 

0.00 

0.00 

-0.01 

0.05 

-0.18 

Securities  not  in  trading  account*  . 

-3.04 

0.69 

-0.84 

0.02 

0.96 

-1.81 

-4.02 

Total  liabilities . 

-6.21 

14.25 

-8.23 

-3.24 

0.26 

-2.12 

-5.30 

Total  deposits . 

-2.18 

15.77 

-9.51 

-1.04 

1.13 

-1.20 

2.98 

Loan  loss  reserve . 

0.05 

0.14 

-0.04 

0.03 

0.01 

-0.07 

0.12 

Equity  capital . 

-0.05 

2.40 

0.02 

0.17 

0.26 

-0.08 

2.70 

Total  capital . 

0.07 

2.76 

0.62 

0.11 

0.34 

0.61 

4.52 

'Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale"  are  valued 
at  their  current  fair  value.  Numbers  may  not  add  to  total  due  to  rounding. 

Note:  1996  data  are  preliminary.  0.00  indicates  a  gain  of  less  than  $5  million. 

Financial  and  Statistical  Analysis  (06/06/96) 
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Definitions 


Glossary 


Commercial  Real  Estate  Loans:  Loans  secured  by  nonfarm,  nonresidential  properties. 

Construction  Loans:  Loans  for  construction  and  land  development. 

Extraordinary  Income,  Net:  Net  after-tax  income  from  events  and  transactions  that  are  “unusual  and  infrequent.” 

Failed/Assisted  Banks:  National  banks  that  have  been  closed  by,  or  have  received  financial  assistance  from,  the  Federal 
Deposit  Insurance  Corporation  (FDIC). 

Gams  on  Securities  Sales,  Net:  Net  pre-tax  realized  gains  (losses)  on  securities  not  held  in  trading  account. 

Leverage  Ratio:  Ratio  of  estimated  Tier  1  capital  to  estimated  tangible  total  assets. 

Loans:  Total  loans  and  leases  less  unearned  income. 

Net  Loan  Losses:  Total  loans  and  leases  charged  off  (removed  from  balance  sheet  because  of  uncollectibility)  during 
the  period,  less  amounts  recovered  on  loans  and  leases  previously  charged  off. 

Loan  Loss  Reserve:  The  allowance  for  loan  and  lease  losses. 

National  Banks:  Nationally  chartered  commercial  banks,  trust  companies  without  deposits,  nonbank  banks,  and  credit 
card  banks  in  the  United  States  and  its  territories  that  are  insured  by  either  the  Bank  Insurance  Fund  or  the  Savings 
Association  Insurance  Fund  of  the  FDIC  and  filed  a  call  report. 

Noncurrent  Loans:  The  sum  of  loans  and  leases  90  days  or  more  past  due  plus  nonaccrual  loans. 

Net  Interest  Margin:  Net  interest  income  as  a  percent  of  average  assets. 

Other  Real  Estate  Owned  (OREO):  Real  estate  acquired  by  a  bank  for  debts  previously  contracted  (i.e.,  foreclosed  real 
estate).  Also  includes  property  formerly  used  or  intended  for  use  for  banking  purposes. 

Regions:  Regional  boundaries  correspond  to  the  geographic  boundaries  of  OCC  districts;  Northeast  (NE)  —  Connecticut, 
Delaware,  District  of  Columbia,  Maine,  Maryland,  Massachusetts,  New  Flampshire,  New  Jersey,  New  York,  Pennsylvania, 
Puerto  Rico,  Rhode  Island,  Vermont,  Virgin  Islands;  Southeast  (SE)  —  Alabama,  Florida,  Georgia,  Mississippi,  North 
Carolina,  South  Carolina,  Tennessee,  Virginia,  West  Virginia;  Central  (CE)  —  Illinois,  Indiana,  Kentucky,  Michigan,  Ohio, 
Wisconsin;  Midwest  (MW)  —  Iowa,  Kansas,  Minnesota,  Missouri,  Nebraska,  North  Dakota,  South  Dakota;  Southwest  (SW) 
—  Arkansas,  Louisiana,  New  Mexico,  Oklahoma,  Texas;  West  (WE)  —  Alaska,  Arizona,  California,  Colorado,  Guam,  Hawaii, 
Idaho,  Montana,  Nevada,  Oregon,  Utah,  Washington,  Wyoming. 

Residential  Real  Estate:  Loans  secured  by  one-  to  four-family  and  multifamily  (five  or  more)  residential  properties. 

Risk-based  Capital  (RBC)  Ratio:  Ratio  of  estimated  total  capital  to  estimated  risk-weighted  assets. 

Securities  Not  in  Trading  Account:  Total  securities  excluding  those  held  in  trading  accounts.  Beginning  in  1 994,  securities 
classified  by  banks  as  “held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as  "available-for-sale” 
are  valued  at  their  current  fair  value. 

Total  Capital:  The  sum  of  Tier  1  and  Tier  2  capital  reported  on  call  report  schedule  RC-R. 


Computation  Methodology 


Current  quarter  income  statement  items  were  calculated  by  summing  the  difference  between  the  year-to-date  and  previous 
quarter  numbers  of  each  item  for  all  banks  that  filed  a  current  quarter  call  report.  For  performance  ratios  constructed  by 
dividing  an  income  statement  (flow)  item  by  a  balance  sheet  (stock)  item,  the  income  statement  item  for  the  period  was 
annualized  (multiplied  by  the  number  of  periods  in  a  year)  and  the  average  of  the  balance  sheet  item  for  the  period 
(beginmng-of-period  amount  plus  end-of-period  amount  divided  by  two)  was  used. 
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Capital  Markets 


Interest  Rate  Risk  Measurement 

by  Bill  Russell 

Treasury  and  Market  Risk  Division 

This  working  paper  comments  on  several  interest  rate 
risk  (IRR)  issues  and  outlines  some  of  the  better  prac¬ 
tices  banks  use  in  measuring  and  reporting  IRR.1  The 
OCC  recognizes  that  IRR  measurement  and  reporting 
structures  vary  from  bank  to  bank  because  of  the 
different  funding,  lending,  and  capital  markets  activities 
pursued  by  different  banks.  Depending  on  the  level  of 
sophistication  and  the  complexity  of  its  activities,  one 
bank  may  need  only  basic  measurement  techniques 
while  another  requires  a  more  advanced  analytical 
approach.  Because  of  these  differences,  the  OCC  does 
not  require  national  banks  to  use  any  particular  IRR 
measurement  approach  and  reporting  system.  The 
agency  believes,  however,  that  it  is  valuable  to  share 
ideas  and  concepts  related  to  IRR,  because  the  subject 
is  complex  and  it  is  helpful  for  banks  to  understand  the 
approaches  commonly  used. 

Risk  is  often  defined  as  uncertainty,  or  the  likelihood  of 
a  different  (potentially  adverse)  outcome  from  that 
which  is  expected.  Risk  can  arise  from  incomplete  data, 
insufficient  analysis,  and  the  vicissitudes  of  human 
beings.  The  OCC  defines  IRR  as  the  risk  to  earnings  or 
capital  arising  from  movements  in  interest  rates.  The 
economic  perspective  focuses  on  the  value  of  the  bank 
in  today’s  interest  rate  environment  and  the  sensitivity 
of  that  value  to  changes  in  interest  rates.  Interest  rate 
risk  arises  from: 

•  Differences  between  the  timing  of  rate  changes 
and  the  timing  of  cash  flows  (repricing  risk). 

•  Changing  rate  relationships  among  different 
yield  curves  affecting  bank  activities  (basis 
risk). 

•  Changing  rate  relationships  across  the  spec¬ 
trum  of  maturities  (yield  curve  risk). 

•  Interest-related  options  embedded  in  bank 
products  (options  risk). 


'"Balance  sheet  structure”  is  defined  as  all  balance  sheet  and 
off-balance-sheet  items,  except  assets  held  in  trading  portfolios 
Banks  typically  have  separate  risk  measurement  systems  to  evaluate 
price  risk  in  these  portfolios. 


The  evaluation  of  interest  rate  risk  must  consider  the 
impact  of  complex,  illiquid  hedging  strategies  or  prod¬ 
ucts,  and  also  the  potential  impact  on  fee  income  that 
is  sensitive  to  changes  in  interest  rates.  If  trading  is 
separately  managed,  this  evaluation  should  refer  to 
structural  positions,  not  trading  portfolios. 

The  assumption  of  IRR  is  a  normal  part  of  banking. 
However,  excessive  IRR  can  threaten  an  institution; 
variations  in  market  rates  can  affect  the  values  of  both 
balance  sheet  and  off-balance-sheet  positions,  as  well 
as  earnings,  by  changing  net  interest  income  and  the 
volume  of  interest-sensitive  fee  income.  The  sound 
operation  of  any  bank  must  include  management’s 
effectively  measuring  and  monitoring  this  risk.  Many 
banks  find  that  comprehensive  IRR  measures  provide 
for  better  decision-making,  improved  long-term  profit¬ 
ability,  and  reduced  need  for  crisis  management. 

IRR  can  be  hard  to  assess.  Diversified  sets  of  financial 
instruments  often  entail  complex  relationships  that  can¬ 
not  be  captured  in  one  simple  measure.  Portfolios 
comprising  a  variety  of  instruments,  such  as  structured 
notes  and  derivatives,  may  have  cash  flow  contingen¬ 
cies  that  make  their  general  behavior  and  risk  profile 
ambiguous.  Global  bond  portfolios  expose  large  banks 
to  different  yield  curves  and  currencies.  Many  tradi¬ 
tional  assets  and  liabilities  contain  embedded  options, 
whose  risks  may  not  be  able  to  be  estimated  through 
linear  extrapolation  of  small  rate  changes. 

IRR  can  be  measured  using  different  approaches  and 
to  different  degrees.  Modest  measures  such  as  static 
gap  reports  or  duration  serve  as  basic  risk  indicators. 
More  sophisticated  measures  such  as  simulations  fur¬ 
nish  more  precise  risk  estimates.  If  a  bank  has  many 
different  investments,  deposits,  and  geographic  expo¬ 
sures,  it  is  difficult  to  fully  assess  IRR  using  only  one 
simple  approach.  Any  valid  measurement  approach 
contributes  to  the  understanding  of  interest  rate  sensi¬ 
tivity;  no  single  approach  should  necessarily  be  used 
to  the  exclusion  of  others,  as  several  may  be  needed 
to  fully  assess  the  nature  of  the  risk2 

IRR  measures  must  give  a  clear  understanding  of  how 
interest  rates  affect  financial  performance.  A  primary 
objective  of  IRR  measurement  should  be  to  identify 


Examples  of  measurement  approaches  include  repricing  gap  re¬ 
ports,  margin  variance  analysis,  economic  value  of  equity  analysis, 
duration,  and  interest-rate  shock  simulations 
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major  sources  of  risk  and  estimate  the  extent  to  which 
changes  in  market  factors  (interest  rates,  yield  spreads, 
prepayments,  etc.)  influence  values  and  cash  flows  of 
major  on-  and  off-balance-sheet  items.  The  key  assess¬ 
ment  of  any  measure  is  how  effective  it  is  in  helping 
management  stabilize  net  income  and  economic  val¬ 
ues  over  time. 

A  Multidimensional  Risk 

Historically,  commercial  banks  have  differed  from  other 
financial  institutions  in  how  they  estimate  IRR.  Commercial 
banks  have  tended  to  measure  this  risk  based  on  cash 
flows  reported  under  accrual  accounting,  while  other 
institutions,  such  as  investment  banks,  have  usually  as¬ 
sessed  IRR  based  on  changes  in  market  (economic) 
values.  These  two  dimensions  to  IRR —  a  short-term 
earnings  view  ( accounting  perspective)  and  a  more  com¬ 
prehensive,  long-term  view  ( economic  perspective) — 
make  IRR  difficult  to  balance.  Management  must  address 
IRR  on  two  fronts.  Often  this  risk  cannot  be  reduced  in 
both  dimensions  concurrently;  reducing  exposure  in  one 
may  increase  exposure  in  the  other. 

Related  to  this  issue  is  the  fact  that  many  bankers 
believe  that  successful  companywide  risk  manage¬ 
ment  means  focusing  on  the  totality  of  risks  facing  a 
bank,  not  just  single  risk  components.  When  evaluating 
any  risk  category,  management  may  formally  consider 
the  interconnected  nature  of  risks  and  the  totality  of 
exposures.  For  example,  some  banks  may  find  that, 
historically,  provisions  for  loan  losses  are  negatively 
correlated  with  interest  rate  movements.  That  is,  credit 
quality  may  tend  to  improve —  and  provisions  decline — 
in  times  of  economic  growth,  which  is  often  accompa¬ 
nied  by  rising  interest  rates  (because  of  the  Federal 
Reserve  Board’s  anti-inflationary  monetary  policy).  In 
times  of  recession,  deteriorating  business  conditions 
and  higher  loss  provisions  often  coincide  with  declining 
interest  rates  as  a  result  of  the  Fed’s  easing  of  monetary 
policy.  Many  banks  whose  historical  records  exhibit 
such  correlations  will  examine  the  total  impact  on  earn¬ 
ings  and  capital  should  credit  and  interest  rate  risk 
jointly  intensify. 

Accounting  Perspective 

The  accounting  perspective  generally  measures  the  im¬ 
pact  of  specific  rate  scenarios  on  future  earnings  over  a 
limited  time  horizon  However,  the  impact  on  earnings  of 
changes  in  market  rates  may  be  revealed  slowly  under 
writing,  and  thus  income  simulation  over  a 
short  time  frame  may  not  capture  the  true  extent  of  IRR. 
A  weakness  of  traditional  income  simulation  is  that  it  only 
measures  the  impact  to  "accounting  earnings"  over  a 
relatively  short  horizon,  such  as  one  or  two  years,  ignoring 
whatever  risk  lies  beyond  that. 


Economic  Perspective 

The  economic  perspective  tries  to  measure  the  full 
impact  of  a  rate  change  on  the  total  earnings  capacity 
of  an  existing  balance  sheet  structure.  Analysis  of 
economic  value  of  equity  (EVE)  is  a  measure  of  eco¬ 
nomic  earnings  capacity  and  can  be  a  leading  indica¬ 
tor  of  risk  that  lies  beyond  the  near-term  accounting 
period.  EVE  analysis  ignores  accounting  conventions 
and  focuses  instead  on  measuring  the  net  present 
value  of  terminal  cash  flows  (i.e. ,  the  value  of  a  “static” 
bank)  under  specific  assumption. 

EVE  identifies  comprehensive  IRR  exposure  and  es¬ 
sentially  represents  current  book  equity  plus  the  pre¬ 
sent  value  of  projected  future  income  (EVE  =  Current 
Book  Equity  +  PV  Future  Income).  Since  the  value  of 
current  equity  is  fixed,  any  projected  variation  in  EVE 
under  hypothetical  rate  scenarios  is  presumed  to  come 
largely  from  the  volatility  of  projected  future  cash  flows. 

Different  Approaches 

Banks  often  use  several  approaches  —  gap,  simula¬ 
tion,  EVE,  or  others  —  to  assess  IRR  because  no  single 
approach  is  perfect.  However,  for  any  measure  to  be 
meaningful,  it  is  important  to  understand  its  intended 
use  and  degree  of  precision.  For  example,  one  bank 
may  use  gap  analysis  as  a  “conservative”  measure  of 
IRR  in  rising  rate  environments,  placing  nonmaturing 
deposit  balances  (e.g.,  NOW,  DDA)  in  one  of  the  first 
repricing  time  bands  based  on  the  contractual  ability 
to  reprice.  Another  bank  may  use  gap  analysis  to  obtain 
a  more  accurate  reflection  of  IRR,  spreading  these 
account  balances  out  across  time  to  better  reflect  their 
historical  price  sensitivity.  Although  the  results  of  the 
two  analyses  are  not  readily  comparable,  each  gives 
valuable  insight  when  properly  interpreted  within  its 
intended  use. 

A  key  to  determining  the  appropriateness  of  an  IRR 
measurement  approach  is  to  understand  the  repricing 
characteristics  and  cash  flows  of  significant  assets, 
liabilities,  and  off-balance-sheet  items.  Once  manage¬ 
ment  understands  these  characteristics,  it  can  deter¬ 
mine  which  measurement  approaches  are  needed  to 
assess  the  risk.  The  efficacy  of  any  approach  or  model 
depends  on  data  quality,  correctness  of  model  design, 
accuracy  of  assumptions,  report  quality,  and  under¬ 
standing  of  the  measure.  If  the  structure,  assumptions, 
and  intent  are  inconsistent  or  unclear,  the  output  will  be 
misleading. 

The  following  describes  three  of  the  most  common  IRR 
measurement  approaches  used  by  national  banks:  gap 
analysis,  income  simulation,  and  economic  valuation 
analysis  (e  g.,  duration  analysis).  Some  of  the  general 
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strengths  and  limitations  of  each  approach  are  listed. 
Almost  any  method  can  be  modified  to  overcome  cer¬ 
tain  limitations;  such  modifications  are  often  complex, 
however,  and  may  make  the  results  difficult  to  under¬ 
stand. 

Gap  Analysis 

Gap  analysis  was  introduced  in  the  mid-1 970s  and  was 
the  first  method  developed  to  deal  with  IRR.  Basically, 
gap  reports  attempt  to  gauge  IRR  by  grouping  assets, 
liabilities,  and  off-balance-sheet  items  into  various  time 
bands  according  to  their  repricing  schedule  (generally 
based  on  the  earlier  of  the  cash  flow  maturity  or  the  next 
repricing  date).  These  items  are  summed  and  then 
netted  against  each  other  to  produce  a  net  gap  position 
for  each  time  band.  Risk  is  gauged  by  the  size  of  the 
gap  and  the  length  of  time  the  gap  is  open. 

Strengths: 

•  Intuitively  appealing  and  relatively  easy  to  un¬ 
derstand  and  prepare. 

•  Uses  readily  available  maturity  and  repricing 
data. 

•  Provides  relatively  accurate  volumes  of  assets 
and  liabilities  that  will  become  interest  sensi¬ 
tive.  Effectiveness  depends  on  the  absence  of 
options  or  cash  flow  contingencies. 

Limitations: 

•  Usually  prepared  according  to  contractual  re¬ 
payment  and  repricing  schedules,  often  ignor¬ 
ing  the  effect  of  embedded  options. 

•  Usually  assumes  that  all  repricing  assets  and 
liabilities  are  reinvested  overnight. 

•  Suggests  that  a  zero  gap  produces  stable 
earnings,  even  when  other  factors  beyond  the 
scope  of  the  report  suggest  IRR  exposures. 

•  Wide  repricing  time  bands  (intervals)  may  hide 
IRR. 

•  Often  assumes  parallel  shifts  in  the  yield  curve 
and  ignores  basis  risk.  (Administered  rates 
often  lag  when  market  rates  move.  This  can 
cause  a  change  in  the  spread  relationship, 
which  may  have  a  substantial  impact  on  earn¬ 
ings). 


•  Often  based  on  static  balance  sheets,  which 
do  not  include  anticipated  growth  and  changes 
in  asset-liability  mix. 

•  Gap  figures  need  to  be  translated  into  earning 
or  value  terms  in  order  to  be  understood. 

•  Focuses  on  fund  flows  rather  than  economic 
values. 

Income  Simulation 

Income  simulation  is  computer-generated  output  that 
projects  earnings  behavior  under  alternative  rate  and 
business  scenarios.  Different  parameters  and  sets  of 
relationships  among  assumptions  are  developed  and 
the  results  observed  under  many  different  simulated 
environments. 

Strengths: 

•  Provides  a  dynamic,  forward-looking  view  that 
is  easy  to  understand. 

•  Many  different  rate  simulations  can  be  run: 

Parallel  Shocks:  A  form  of  stress  testing  in 
which  yield  curves  are  shifted  up  and  down. 
The  objective  is  to  estimate  clearly  the  direction 
and  magnitude  of  IRR. 

Rate  Forecasts:  Offers  a  degree  of  realism  to 
the  IRR  measure  by  simulating  a  “best  guess” 
on  how  rates  will  evolve  over  time.  Some  bank¬ 
ers  consider  this  to  be  a  more  accurate  reflec¬ 
tion  of  true  risk  than  parallel  shocks. 

Rate  Twists:  A  form  of  stress  testing  whereby 
short-  and  medium-term  interest  rates  move 
disproportionately  relative  to  long-term  rates. 
This  analysis  strongly  tests  the  sensitivity  of 
short-term  earnings. 

Monte  Carlo:  Uses  a  large  number  of  possible 
interest  rate  paths  and  dynamically  models 
future  balance  sheets  and  income  statements 
to  derive  a  probability  distribution  of  future 
earnings.  Requires  sophisticated  analytical 
capability. 

•  Can  incorporate  anticipated  asset  realloca¬ 
tions  in  response  to  projected  interest  rate 
movements. 

•  Discloses  the  approximate  timing  of  near-term 
risk  from  an  earnings  perspective. 
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Limitations: 

•  Traditionally,  simulation  has  been  used  to  esti¬ 
mate  short-term  accrual  income  under  varying 
rate  environments,  while  the  intermediate  and 
long-term  effects  of  rate  changes  are  ignored. 

•  The  true  risk-reward  tradeoff  of  a  particular  strat¬ 
egy  may  be  unclear  if  only  a  small  number  of  rate 
scenarios  are  examined.  Maximizing  earnings  un¬ 
der  one  scenario  often  means  assuming  higher 
risk  in  another  scenario  or  over  the  longer  term. 

•  Long-term  forecast  of  new  business  activity 
may  be  unrealistic  and  difficult  to  vary  appro¬ 
priately  for  different  rate  scenarios. 

Economic  Value  of  Equity  (EVE) 

The  objective  of  EVE  analysis  is  to  capture  IRR  over  the  full 
maturity  spectrum  of  all  investing  and  funding  activities. 
EVE  sensitivity  analysis  generally  measures  changes  in  the 
present  value  of  assets,  liabilities,  and  off-balance-sheet 
items  under  a  variety  of  different  interest  rate  scenarios. 
Income  simulation  models  that  project  and  analyze  several 
years’  worth  of  earnings  can  be  adequate  for  measuring 
economic  value  at  risk  if  the  model  sufficiently  captures  the 
majority  of  positions  and  covers  the  possible  range  of 
interest  rate  movements  over  that  time  frame. 

Strengths: 

•  Helps  management  anticipate  changes  in  the 
IRR  profile,  because  the  profile  varies  as  the 
economic  environment  changes  (due  to  the 
convexity  of  the  price-yield  relationship  in  most 
financial  instruments).  Discloses  the  total  im¬ 
pact  of  failing  to  actively  anticipate  and  man¬ 
age  risk  exposures.  Can  also  disclose  possible 
offsets  to  sources  of  risk. 

•  Assists  in  the  evaluation  of  options  sold  (e.g., 
mortgage-related  products  and  over-the- 
counter  written  options). 

•  Helps  management  understand  capital  markets, 
because  these  markets  rely  on  such  techniques. 

•  May  facilitate  year-end  fair  value  disclosures 
required  under  Statement  of  Financial  Ac¬ 
counting  Standard  No.  107,  “Disclosures  about 
Fair  Value  of  Financial  Instruments.” 

Limitations: 

•  Some  models  do  not  allow  for  the  calculation 
of  actual  market  value  Market  value  as  a  going 


concern  is  based  on  a  multiple  of  the  expected 
future  income  stream,  which  includes  growth 
assumptions,  cash  flow  reinvestment,  credit 
risk,  and  other  intangibles.  State-of-the-art  EVE 
analytics  consider  such  factors;  many  models, 
however,  do  not.  Often,  the  analytics  consider 
only  terminal  cash  flows  (i.e.,  cash  inflows  are 
considered  runoff  and  not  reinvested)  so  that 
the  balance  sheet  is  reduced  to  zero  over  time. 

•  Although  rigorous  EVE  analysis  can  disclose 
the  timing  of  the  risk,  many  models  currently  in 
use  do  not  disclose  the  year  in  which  the  risk 
materializes.  Often,  EVE  analysis  examines 
only  comprehensive,  long-run  earnings  per¬ 
formance  and  ignores  potential  short-term 
earnings  volatility.  If  systems  do  not  report  the 
potential  evolutions  of  EVE  over  time,  it  is  more 
difficult  for  senior  management  to  attach  eco¬ 
nomic  meaning  to  the  model’s  quantitative  risk 
estimates. 

•  Because  its  projections  are  long  term,  the  EVE 
calculation  is  more  assumption-driven  than 
short-term  risk  models.  For  example,  EVE  as¬ 
sumes  that  the  exact  timing  of  cash  flows  for  all 
on-  and  off-balance-sheet  items  is  known 
through  maturity.  This  means  that  assumptions 
must  be  made  for  the  complete  runoff  of  all 
nonmaturity  deposits. 

•  The  relevance  of  fair  value  estimates  may  be 
questioned  when  evaluating  the  future  earn¬ 
ings  of  a  bank.  Banks  generate  most  income 
as  a  result  of  financial  intermediation,  trans¬ 
forming  liquid  deposits  into  largely  illiquid 
loans  on  an  ongoing  basis.  For  most  banks, 
only  a  small  fraction  of  income  is  generated 
from  asset  sales. 

Better  Practices 

Because  the  absence  of  good  communication  makes 
analytical  sophistication  worthless,  effective  IRR  mea¬ 
surement  and  reporting  requires  a  combination  of 
proper  analytical  techniques  and  communication  skills. 
Better  practices  at  many  banks  include: 

•  Formal  or  informal  (as  appropriate)  policies 
and  procedures  that  specify  lines  of  responsi¬ 
bility  and  accountability  for  IRR  management 
decisions. 

•  Clear  and  precise  limits  on  target  account  vari¬ 
ability  —  such  limits  should  be  highlighted  in 
periodic  exposure  reports. 
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•  A  focus  on  making  risk  estimates  accurate  and 
meaningful  rather  than  precise.  Precision  re¬ 
fers  to  how  finely  an  estimate  is  specified  (e.g., 
saying  1-year  earnings  at  risk  is  $4,237M  is 
more  precise  than  $4MM).  Accuracy  refers  to 
how  close  the  estimate  is  to  its  true  value. 

•  Use  of  more  than  one  risk  measure  —  for 
example,  simulation  using  many  different  rate 
environments,  or  a  combination  of  risk  limits, 
scenario  simulation,  and  gap  reports. 

•  Setting  of  short-term  and  long-term  exposure 
limits  (e.g.,  repricing  mismatch  limits  are  set  in 
the  90-  and  180-day  repricing  interval  as  well 
as  longer  intervals,  such  as  three  or  four  years). 

•  Measurements  that  are  not  simply  descriptive 
statistics,  but  also  provide  meaningful  informa¬ 
tion  that  impacts  management  decisions  (risk 
measures  are  valueless  if  they  do  not  present 
information  that  can  be  used  for  making  deci¬ 
sions). 

•  Quantification  of  the  impact  of  hedges  and 
alternate  balance  sheet  strategies  on  current 
and  expected  earnings  or  economic  value. 

•  Examination  of  trends  in  risk  estimates  to  better 
see  the  direction  and  magnitude  of  risk  over  time. 

•  Executive-level  reporting  that  includes,  at  a 
minimum: 

1)  Current  risk  measurements  as  appropriate 
(e.g.,  gap  or  simulation). 

2)  List  of  major  assumptions  used  in  each 
measure. 

3)  Analysis  of  business  strategies  (e.g.,  results 
of  loan  and  deposit  marketing  promotions). 

4)  Trend  analysis  on  key  financial  ratios  and 
changes  in  market  interest  rates. 

•  IRR  training  programs  for  outside  directors. 

i 

•  An  independent  control  function  that  peri¬ 
odically  validates  inputs,  the  reasonableness 
of  model  design,  and  the  accuracy  of  manage¬ 
ment  information  systems. 

Banks  with  Simple,  Short-Term  Exposures 

Banks  with  simple,  short-term  balance  sheet  structures 
containing  few  options  often  have  low  levels  of  IRR.  For 
example,  a  rural  bank  holding  largely  short-term  farm 
operating  loans  and  1-  to  5-year  Treasuries,  funded  by 
local  deposits,  may  only  need  gap  reports  to  compre¬ 


hensively  assess  IRR.  For  banks  of  this  type,  some 
better  practices  include: 

•  Regular  (monthly  or  quarterly)  gap  reports  that 
translate  gap  mismatches  into  earnings-at-risk 
estimates,  using  parallel  yield  curve  shifts  of  at 
least  100  and  200  basis  points. 

•  Monthly  or  quarterly  repricing  intervals  (time 
bands)  for  the  first  two  years,  followed  by  an¬ 
nual  repricing  intervals  thereafter  to  cover  the 
full  maturity  range  of  activities. 

•  Assets  and  liabilities  stratified  according  to 
repricing  frequency  and  expected  principal 
cash  flow  (e.g.,  contractual  payments  and  pre¬ 
payments  from  amortizing  assets  slotted  into 
the  proper  repricing  interval). 

•  Performance  of  net  interest  margin  (NIM)  vari¬ 
ance  analysis  at  least  quarterly. 

Banks  with  Complex  or  Longer-Term 
Exposures 

Banks  with  significant  volumes  of  longer-term  assets, 
complex  instruments  (e.g.,  structured  notes,  deriva¬ 
tives),  or  options  (e.g.,  mortgage  prepayments  or  inter¬ 
est  rate  caps)  need  more  elaborate  measures  in  order 
to  get  a  complete  picture  of  IRR.  For  example,  banks 
with  high  levels  of  mortgage-related  instruments  gen¬ 
erally  need  more  sophisticated  analytics  such  as  in¬ 
come  simulation  and  EVE  analysis.  For  banks  of  this 
type,  better  practices  include: 

•  Regular  assessment  of  earnings-at-risk  over  at 
least  a  2-year  time  horizon  using  a  wide  range 
of  rate  scenarios.  A  base-case  interest  rate 
scenario  is  consistent  with  the  current  term 
structure  or  implied  forward  rates.  Alternate 
scenarios  vary  and  are  based  on  the  size  and 
patterns  of  historical  rate  movements  and  edu¬ 
cated  guesses.  They  should  cover  a  sufficient 
range  of  potential  rate  changes,  including  at 
least  200  basis  points. 

•  Cash  flow  scenarios  that  are  custom  devel¬ 
oped  for  the  simulated  rate  environment  (e.g., 
different  prepayment  speeds  per  rate  sce¬ 
nario). 

•  Periodic  (e.g.,  semiannual)  assessessment  of 
the  impact  of  stressed  environments  in  an  effort 
to  discover  critical  weaknesses.  Stressed  sce¬ 
narios  are  designed  to  capture  the  potential 
magnitude  of  risk  inherent  in  the  bank’s  most 
vulnerable  positions.  They  often  entail  rate 
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movements  of  300  to  400-basis  points,  a  flat¬ 
tening  or  steepening  of  yield  curves,  and 
“whipsaw"  rate  paths. 

•  Evaluation  of  exposures  by  "shocking"  key  risk 
factors  and  recalculating  the  results  (e.g.,  pre¬ 
payment  assumptions  on  mortgage-backed 
security  holdings  will  be  significantly  changed 
if  the  returns  and  market  values  are  recalcu¬ 
lated). 

•  EVE  analysis  for  a  variety  of  interest  rate  sce¬ 
narios.  Discount  rates  are  based  on  the  zero 
coupon  Treasury  curve  (plus  appropriate 
spreads  if  projected  cash  flows  are  not  other¬ 
wise  adjusted  for  credit  risk)  or  the  marginal 
cost  of  funds. 

•  Simulations  of  both  static  balance  sheet  and 
expected  future  business  volumes.  Base  case 
forecasts  of  new  business  (e.g.,  product  type 
and  pricing  terms)  for  the  near  future  are  con¬ 
sistent  with  recent  history,  trends,  and  condi¬ 
tions  (if  base  case  is  not  materially  different 
from  current  circumstances). 

•  Integrated  risk-management  oversight  func¬ 
tion  under  one  executive  officer  or  committee. 
Risk  management  is  coordinated  with  long- 
range  planning  and  annual  budgets. 

•  Identification  of  major  and  minor  assumptions. 
Judgments  and  major  assumptions  that  have 


a  material  impact  on  the  risk  position  are  ex¬ 
plicitly  stated  and  documented.  Assumptions 
and  their  influences  on  the  risk  assessments 
are  frequently  reviewed  and  adjusted  accord¬ 
ingly. 

•  Most  data  directly  downloaded  from  transac¬ 
tion  systems.  More  time  is  spent  thinking  about 
assumptions  and  backtesting  than  extracting 
and  reconciling  data. 

•  Routine  reconciliation  of  data  to  accounting 
subsystems. 

•  Reconciliation  of  actual  earnings  to  earnings- 
at-risk  estimates,  with  material  deviations  ex¬ 
plained. 

•  Models  that  provide  a  well-documented  audit  trail. 
Management  is  able  to  examine  calculations. 

Sample  Reports 

The  following  examples  represent  different  types  of 
executive-level  reports.  These  reports  are  samples  only 
and  are  not  required  by  the  OCC.  They  are  intended 
solely  as  “food  for  thought”  and  serve  to  illustrate  some 
of  the  different  types  of  reports  the  board  and  manage¬ 
ment  may  receive.  All  data  and  policy  limits  shown  in 
these  examples  are  fictional  and  presented  solely  for 
illustrative  purposes. 
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Executive-Level  Summary 


Interest  Rate  Risk 

Policy  Constraint 

Current  Measure 

Worst  Case 

Measurement 

Policy 

Date 

Approved 

4  Qtr  Net  Interest  Income  at  Risk 

+200  bp  change 

10%  Var/$20M 

-7.9%  or  $15. 8M 

-$25M  to  -  $43M 

30Dec95 

Jan  '95 

-200  bp  change 

+6.2%  or  $12.4M 

+20M  to  +  $37M 

30Dec95 

8  Qtr  Net  Interest  Income  at  Risk 

+200  bp  change 

15%  Var/$30M 

-14.3%/-$28.6M 

Not  Performed 

30Dec95 

Jan  '95 

-200  bp  change 

+$13.4%/$26.8M 

30Dec95 

Econ.  Value  of  Equity  at  Risk 

+200  bp  change 

15%  (Var./Base) 

-7.3% 

30Nov95 

Jun  '95 

+300  bp  change 

20%  (Var./Base) 

-12.2% 

-200  bp  change 

+6.8% 

-300  bp  change 

+9.6% 

Long-Term  Repricing  Gaps 

2-3  Years 

±  $1.7  Bil 

$1.1  Bil 

30Dec95 

Jan  ‘95 

3-4  Years 

±$2.0  Bil 

$0.9  Bil 

Rate  (Var-  Fixed) 

Net  Income/ 

Notional  Amt. 

Remaining  Avg.  Life 

Receive  Pay 

Fair 

(Expense) 

Value 

Qtr 

Convert  Fixed  to  Floating  Debt 

$100,000 

12.0 

6.41%  F  6.8%  V 

(12,600) 

24 

Convert  Capped  loans  to  Float 

$15,000 

0.5 

6%  V 

200 

Strike  Rate/Unamortized 

8.5% 

41,100 

(16) 

Premium 

Hedging  Cost  of  Funds 

$80,000 

0.8 

6.3%  V  8.3%  F 

($1,216) 

($540) 

This  report  summarizes  the  results  of  each  measure  under  standard  assumptions  and  worst-case  scenarios. 
Measurements  are  reported  along  with  the  board-approved  policy  limits.  Also  highlighted  are  major  positions  in  off- 
balance-sheet  derivatives. 


Nil  at  Risk  Given  a  -200  Basis  Point  Change 


Deposit  Lag 

Percent  Variable 

300  bp 

Prime 

275  bp 

-  Fed  Funds  Spread 

250  bp  225  bp 

200  bp 

90% 

$40 

$31 

$11 

($9) 

($29) 

70% 

$21 

$10 

$(12) 

($29) 

($48) 

50% 

$12 

($9) 

($29) 

($35) 

($70) 

30% 

$5 

($19) 

($32) 

($54) 

($81) 

15% 

($13) 

($29) 

($41) 

($63) 

($91) 

This  report  shows  the  estimated  risk  to  net  interest  income  (Nil)  [$12  -  grey  box]  given  a  -200  basis  point  change  in 
rates  and  under  the  standard  assumption  of  300  basis  point  prime-fed  funds  spread  and  a  50  percent  repricing 
elasticity  on  nonmaturing  deposits.  The  report  also  shows  the  risk  should  these  two  assumptions  be  incorrect  (e  g  ,  if 
the  prime-FF  spread  fell  to  225  bp  and  the  deposit  repricing  variable  increased  to  70  percent,  the  impact  to  Nil  would 
be  -$29,  not  +$12). 
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Effects  of  Embedded  Interest  Rate  Caps 


Lifetime  Cap  (%) 

0 

Basis  Point  Move  to  Hit  Lifetime  Cap 

1-50  51-100  101-200  201-300 

7  to  <  8 

$50,150 

0 

0 

0 

0 

8  to  <  9 

$9,260 

$20,300 

$27,200 

0 

0 

9  to  <  10 

$12,750 

17,430 

34,570 

25,800 

0 

1 0  to  <  11 

0 

0 

0 

23,250 

22,100 

11  to  <  12 

0 

0 

0 

0 

5,350 

Total 

$72,160 

$37,730 

$61,770 

$49,050 

$27,450 

Chng  from  Last  Qtr 

+10,100 

+5,600 

+15,320 

(7,800) 

(3,640) 

Weighted  Average  Life 

3.2  yrs 

4.6  yrs 

4.4  yrs 

5.2  yrs 

6.1  yrs 

This  report  gives  a  sense  of  the  volume  and  placement  of  lifetime  interest  rate  caps.  It  shows  loan  principal  amounts 
that  are  within  a  given  striking  distance  of  their  lifetime  cap  (e  g.,  $50,150  of  loans  have  already  hit  their  lifetime  cap  of 
between  7  percent  and  8  percent;  loans  totaling  $34,570  are  within  51  to  100  basis  points  of  their  lifetime  cap  of  9-10 
percent). 
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Net  Interest  Income  at  Risk 

Change  to  Nil  under  +/-  200  bp 


Change  in  Nil 


$20 

$10 

$0 


■  Yr  I  (-200  bp) 
EBYr  2 

■  Yr  I  (+200  bp) 

■  Yr  2 


$-10 
$-20  L 


+200  bp  Change 


VL 


Policy  Limit 


Dec  Mar  June  Sep 

’94  |  '95 


Mar 

■%  | 


Policy  Limits  are  for  illustrative  purposes  only 


Report  provides  an  estimate  of  annual  earnings  at  risk 
(for  the  next  two  years)  given  a  200  basis  point  change  in 
interest  rates.  Report  also  shows  the  historical  trend  in 
Nll-at-risk,  as  calculated  at  previous  reporting  dates. 


$400 


$200 


$0 


-$200 


-$400 


Economic  Value  of  Equity  Risk 

EVE  Change  (Millions) 


-200  bp  immediate  shift 

-  - - 

Nonmatunng  deposit  pricing 
assumptions  change  (duration 

shortened  to  3  6  years) 

+- 200  bp  immediate  shift  ■  ~  ■ 

Policy  Limit 

Jan  Mar  June  Sep  Dec  Mar  June  Sep  Dec  Ma 
'94  |  '95  |  '96 

Policy  Limits  are  for  illustrative  purposes  only 


Report  provides  a  trend  line  of  economic  value  of  equity 
(EVE)  at  risk,  as  calculated  at  previous  reporting  dates.  It 
shows  quarterly  estimates  of  EVE-at-risk  given  a  200 
basis  point  change  in  rates. 


Value  Sensitivity  (Long-Term  Assets) 


Market  Value 


7/1 

MV  Today 
$15 

'+ 50  bp 
-$I5 

'+100  bp 
-$40 

'+200  bp 
-$80 

10/1 

$IU 

-$30 

-$60 

-$  1 20 

15-yr 

$50 

-$60 

-$  1 30 

-$300 

30-yr 

$40 

-$70 

-$150 

-$350 

Report  shows  market  value  sensitivity  of  selected  long-term 
assets  (e.g.,  real  estate  mortgages  and  mortgage-backed 
securities).  The  current  value  of  the  total  portfolio  is  $1 1 5 
(gain),  which  is  the  sum  of  the  values  of  the  four  different 
products.  If  interest  rates  rise  50  basis  points,  the  market 
value  of  this  portfolio  drops  to  -$1 75  (loss). 


$500 
$400 
$300 
$  200 
$100 
$0 

$-100 

$-200 

$-300 


Margin  Analysis 


| 

Mar 

June 

'95 

Sep 

Dec 

Chng  Vol 

$2 

$14 

$29 

$-5 

Chng  Mix 

$21 

$-66 

$-77 

$13 

Chng  Rate 

$28 

$158 

$-183 

$73 

Report  reflects  changes  in  net  interest  income  from  the 
prior  quarter  by  isolating  the  components  of  change  (i.e., 
changes  in  mix,  volume  and  rate).  It  provides  an  overview 
as  to  why  the  net  interest  margin  has  narrowed  or 
widened. 


6-Month  Gap  Trend 

Cumulative  Gap  Position  (Reported  Quarterly) 


Time 


Report  shows  trends  in  the  6-month  cumulative  gap.  In 
some  cases,  it  can  provide  a  sense  of  the  magnitude  and 
direction  of  risk  relative  to  history. 


Long-Term  Assets 

(REMs  +  MBS)  to  Equity 

Mortgage  Assets  to  Equity  (x) 


Mar  '94 


June  '94 


Sep '94 
Dec  '94 


Mar  '95 
June  '95 
Sep  '95 
Dec '95 
Mar  '96 

Ox  0.5x  lx  l.Sx  2x  2.5x 


Policy  Limits  are  for  illustrative  purposes  only 


Report  shows  the  trend  in  the  ratio  of  long-term  assets 
to  equity 
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Recent  Corporate  Decisions 


On  January  19,  1996,  Patrick  Henry  National  Bank, 
Bassett,  Virginia,  received  approval  to  establish  a  de 
novo  interstate  branch  in  Eden,  North  Carolina.  This 
was  the  first  de  novo  interstate  branch  to  be  approved 
by  the  OCC  since  the  Riegle-Neal  Interstate  Banking 
and  Branching  Efficiency  Act  of  1 994  became  effective. 
As  required  by  Riegle-Neal,  both  states  have  passed 
opt-in  legislation  that  permits  branching  between  the 
two  jurisdictions. 

On  January  29,  1996,  American  Trust  Bank  of  West 
Virginia,  Keyser,  West  Virginia,  a  $65  million  subsidiary 
of  Keystone  Financial,  Inc.,  Harrisburg,  Pennsylvania, 
received  approval  to  convert  to  a  national  bank  with  full 
trust  powers,  relocate  to  Cumberland,  Maryland,  estab¬ 
lish  a  branch  at  its  former  head  office  site  and  merge 
with  its  affiliate,  American  Trust  Bank,  Cumberland, 
Maryland. 

On  February  2,  1996,  Signet  Bank,  N.A.,  Washington, 
DC,  received  approval  to  relocate  its  head  office  to  Falls 
Church,  Virginia,  and  establish  a  branch  at  its  former 
head  office  site.  This  was  the  first  approval  for  a  bank 
to  relocate  from  the  District  of  Columbia  to  Virginia. 

On  February  8,  1996,  Century  National  Bank,  Washing¬ 
ton,  DC,  received  approval  to  relocate  its  head  office  to 
Arlington,  Virginia,  and  establish  a  branch  at  its  former 
head  office  site. 

On  February  16,  1996,  Creditanstalt-Bankverein,  Vi¬ 
enna,  Austria,  received  approval  to  relocate  its  federal 
branch  from  New  York,  New  York,  to  Greenwich,  Con¬ 
necticut  (a  distance  of  less  than  30  miles).  This  was  the 
first  interstate  relocation  the  OCC  received  and  ap¬ 
proved  involving  a  federal  branch  of  a  foreign  bank.  A 
recently  enacted  Connecticut  statute,  effective  January 
1,  1995,  permits  the  establishment  of  branches  of  for¬ 
eign  banks  in  Connecticut.  An  interstate  relocation 
such  as  this  is  regarded  by  the  Federal  Reserve  as  the 
establishment  of  a  new  office.  The  bank  filed  an  appli¬ 
cation  with  the  Federal  Reserve  for  the  establishment 
of  a  new  office  and  is  awaiting  approval. 

On  March  15,  1996,  Carnegie  Bank,  N.A.,  Princeton, 
New  Jersey,  received  approval  to  relocate  its  main 
office  from  Princeton,  New  Jersey,  to  Langhorne,  Penn¬ 


sylvania,  establish  a  branch  at  its  former  head  office 
site,  and  merge  with  the  recently  affiliated  Regent  Na¬ 
tional  Bank,  Philadelphia,  Pennsylvania. 

On  March  15,  1996,  Wachovia  Bank  of  North  Carolina, 
N.A.,  Winston-Salem,  North  Carolina,  received  ap¬ 
proval  to  establish  a  de  novo  interstate  branch  in  Vir¬ 
ginia,  under  the  early  opt-in  provision  of  the  Riegle-Neal 
Interstate  Banking  and  Branching  Efficiency  Act  of 
1994.  Both  states  have  passed  opt-in  legislation  per¬ 
mitting  branching  between  the  two  jurisdictions.  This 
was  the  second  de  novo  interstate  branching  proposal 
to  be  approved  for  a  national  bank  involving  these 
states.  As  discussed  above,  on  January  19,  1996,  the 
OCC  granted  approval  for  Patrick  Henry  National  Bank, 
Bassett,  Virginia,  to  establish  a  de  novo  interstate 
branch  in  Eden,  North  Carolina. 

On  March  20,  1996,  Riggs  National  Corporation,  Wash¬ 
ington,  DC,  received  approval  to  relocate  the  main 
offices  of  its  District  of  Columbia  and  Maryland  banks 
to  McLean,  Virginia,  and  merge  them  with  its  Virginia 
affiliate  under  the  charter  of  the  DC  bank.  Approval  was 
also  granted  to  establish  branches  at  the  former  head 
office  sites  of  the  DC  and  Maryland  banks. 

On  March  27,  1 996,  First  National  Bank  of  Greencastle, 
Greencastle,  Pennsylvania,  received  approval  to  es¬ 
tablish  a  de  novo  branch  in  Hagerstown,  Maryland, 
under  the  early  opt-in  provision  of  the  Riegle-Neal 
Interstate  Banking  and  Branching  Efficiency  Act  of 
1994.  Both  states  have  passed  opt-in  legislation  per¬ 
mitting  branching  between  the  two  jurisdictions.  This  is 
the  first  de  novo  interstate  branching  proposal  ap¬ 
proved  for  a  national  bank  involving  these  states. 

On  March  27,  1996,  Fleet  Financial  Group,  Inc.,  Provi¬ 
dence,  Rhode  Island,  received  approval  to  relocate  the 
head  offices  of  its  two  banks  in  Connecticut  and  one 
bank  in  Rhode  Island  to  Massachusetts.  Approval  was 
also  granted  to  establish  branches  at  the  former  head 
office  sites  of  the  relocated  banks.  Upon  consummation 
of  the  relocations,  the  three  relocated  banks  plus  two 
other  Fleet  banks  in  Massachusetts  will  merge  under 
the  charter  of  Fleet  National  Bank  of  Connecticut  with 
the  title  of  Fleet  National  Bank. 
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Appeals  Process 


Case  One:  Appeal  of  Denial  of 
Proposed  Community  Development 
Investment 

Background 

A  bank  appealed  the  OCC’s  decision  to  deny  its  pro¬ 
posed  community  development  (CD)  investment.  The 
bank  proposed  to  use  a  parcel  of  other  real  estate 
owned  (OREO)  and  to  make  a  no  interest/no  fee  con¬ 
struction  loan  to  its  wholly-owned  operating  subsidiary. 
The  operating  subsidiary  would  complete  the  construc¬ 
tion  of  a  municipal  office  building  on  the  parcel.  The 
parcel  was  acquired  as  a  result  of  the  bankruptcy  of  the 
developer  who  had  already  developed  a  shopping 
center  and  parking  garage  on  an  adjacent  lot.  The  bank 
acquired  the  entire  project  as  OREO  and  separated  it 
into  two  parcels.  The  second  parcel  included  the  munici¬ 
pal  office  building.  A  government  entity  agreed  to  pur¬ 
chase  the  office  building  upon  its  completion.  The 
contractor  provided  a  completion  guarantee  and  a  pay¬ 
ment  and  performance  bond  in  favor  of  the  operating 
subsidiary.  The  project  would  provide  the  bank  with  a 
cash  recovery  of  $4.5  million,  which  would  partially  offset 
a  $7.7  million  write-off  the  bank  took  on  the  original  loan. 

The  OCC  ruled  that  the  proposal,  as  structured  through 
its  operating  subsidiary,  did  not  meet  the  requirements 
of  12  USC  24  (eleventh)  and  12  CFR  24,  and  could  be 
completed  under  part  34.  The  regulatory  accounting  for 
additions  to  OREO  would  normally  be  treated  as  addi¬ 
tions  to  a  bank’s  nonperforming  assets  instead  of  as 
“other  assets.”  The  bank’s  appeal  states  that  the  struc¬ 
ture  of  the  project  was  in  large  part  dictated  by  the 
municipal  government  and  its  need  to  act  within  city 
guidelines  and  regulations.  Bank  management  is  puz¬ 
zled  that  the  OCC’s  denial  letter  suggests  that  such  a 
project  must  be  carried  out  through  a  Community  De¬ 
velopment  Corporation  (CDC).  They  read  part  24  as 
providing  national  banks  the  option  of  undertaking  CD 
investments  either  through  a  CDC  or  directly  through 
the  bank.  Further,  bank  management  believes  that  it  is 
within  the  OCC’s  discretion  to  determine  that  the  addi¬ 
tional  investment  need  not  be  classified  as  OREO. 
Although  the  accounting  for  the  initial  investment  would 
retain  its  OREO  status,  the  appeal  requested  that  the 
additional  investment  be  recorded  as  “other  assets.” 

Bank  management  views  its  proposal  as  exactly  the 
type  of  public  purpose  project  envisioned  by  part  24. 


It  benefits  a  depressed  area  that  includes  census  tracts 
with  some  of  the  lowest  median  incomes  in  the  United 
States.  It  creates  jobs  in  this  community,  which  has  the 
highest  unemployment  rate  in  the  city.  It  benefits  minor¬ 
ity  and  small  businesses,  and  provides  needed  serv¬ 
ices  by  ensuring  that  the  project  will  remain  as  an 
anchor  in  the  community.  It  represents  the  largest  com¬ 
mitment  of  CD  financing  and  resources  in  the  area.  And 
it  will  serve  as  a  catalyst  for  encouraging  other  business 
and  residential  development.  If  the  safe  and  sound 
improvement  of  OREO  can  be  used  as  a  catalyst  for 
economic  development  in  a  severely  depressed  area, 
bank  management  believes  banks  should  be  permitted 
to  rely  on  the  CD  authority  and  accounting,  rather  than 
that  of  OREO,  especially  if  the  project  does  not  involve 
speculative  development  of  real  estate. 

Discussion 

Section  24  (eleventh)  of  the  National  Bank  Act  author¬ 
izes  national  banks  to  “make  investments,  subject  to 
specified  limits,  designed  primarily  to  promote  the  pub¬ 
lic  welfare,  including  the  welfare  of  low-  and  moderate- 
income  communities  or  families  (such  as  providing 
housing,  services,  or  jobs).”  The  statute  authorizes 
banks  to  make  the  investments  directly  or  by  purchas¬ 
ing  interests  in  an  entity  primarily  engaged  in  making 
such  investments.  A  bank  may  not  make  an  investment 
that  would  expose  it  to  unlimited  liability.  Part  24  of  Title 
12  of  the  Code  of  Federal  Regulations  implements 
section  24  (eleventh)  and  provides  guidance  as  to  what 
is  a  permissible  public  welfare  investment.  Specifically,  the 
OCC  has  stated  that  it  will  consider  a  CDC  or  CD-  project 
investment  to  be  primarily  designed  to  promote  the  public 
welfare  if  all  of  the  following  three1  criteria  are  met. 

(1)  The  investment  must  primarily  benefit  low-  and 
moderate-income  (LMI)  persons  and  families  (such  as 
by  providing  housing,  services,  or  jobs)  or  small  busi¬ 
nesses,  including  minority  owned  businesses. 

The  project  primarily  benefits  LMI  persons  and  families 
and  small  businesses.  It  will  help  stabilize  a  low-income 
community  in  the  city.  It  will  provide  customers  for  small 
businesses  and  jobs  for  LMI  persons.  It  will  enhance 
the  economic  vitality  of  the  community.  The  project  will 


%  the  time  the  proposal  was  submitted,  part  24  contained  an 
additional  requirement  that  proceeds  from  the  investment  be  applied 
to  activities  that  primarily  promote  the  public  welfare  This  require¬ 
ment  was  deleted  from  part  24  effective  January  1 ,  1 996  See  60  Fed 
Reg  67,049  (December  28,  1995) 
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attract  new  businesses  to  the  adjacent  shopping  mall 
because  of  the  patronage  of  the  employees  of  the 
municipal  office  tower.  Patronage  from  the  employees 
will  help  stabilize  the  shopping  center  and  parking 
garage  and  preserve  the  viability  of  the  businesses 
already  located  there.  The  bank  submitted  studies  and 
economic  plans  for  the  community  that  envision  the 
project  as  the  centerpiece  for  future  development  in  the 
community. 

However,  current  OCC  policy  requires  that  a  bank’s 
investment  primarily  benefit  LMI  persons  and  families 
and  small  businesses  by  providing  them  with  new  and 
long-term  benefits  (such  as  housing,  services,  or  jobs). 

The  bank’s  proposal  was  not  clear  how  the  investment 
in  the  municipal  office  tower  would  primarily  benefit  LMI 
persons  or  small  businesses  by  providing  long-term 
employment  and  business  opportunities.  During  the 
appeal  process,  the  bank  clarified  that  even  though  its 
investment  was  in  the  municipal  office  building,  the 
bank  wanted  consideration  for  the  entire  project,  in¬ 
cluding  the  shopping  center  and  garage.  The  bank  also 
provided  additional  information  that  the  entire  project 
would  provide  long-term  employment  opportunities  for 
low-  and  moderate-income  persons  and  business  op¬ 
portunities  for  small  businesses. 

(2)  The  investment  must  address  community  develop¬ 
ment  needs  not  met  by  the  private  market  in  one  or  more 
communities  served  by  the  bank,  including,  for  exam¬ 
ple,  the  needs  of  low-  and  moderate-income  areas, 
underserved  rural  communities,  or  government-desig¬ 
nated  redevelopment  areas  within  a  town,  city,  county, 
or  state. 

The  bank  indicates  that  the  proposed  investment  will 
be  in  an  LMI  area  that  has  been  underserved  by  the 
private  market.  The  proposal  indicates  that  the  commu¬ 
nity  has  been  an  economically  distressed  area  for  many 
years.  Much  of  the  recent  development  in  the  commu¬ 
nity  has  been  undertaken  with  government  subsidy  and 
substantial  involvement  of  the  nonprofit  sector.  Further, 
the  project  was  initially  undertaken  by  a  profit-moti¬ 
vated  entity  that  proved  unsuccessful.  The  OCC  con¬ 
cludes  that  the  bank’s  additional  investment  in  the 
municipal  office  tower,  as  part  of  the  entire  project, 
reflects  its  efforts  to  dispose  of  the  OREO  property. 

(3)  There  must  be  nonbank  community  involvement  in 
the  CDC  and  CD  project,  indicating  that  the  affected 
primary  beneficiaries  and  representatives  of  local  or 
state  government  have  endorsed  and  demonstrated 
support  for  the  CDC  or  CD  project  activities. 

Because  the  bank  is  developing  OREO  through  a  non- 
CD  entity,  the  bank  demonstrates  an  acceptable  ap¬ 


proach  for  ensuring  nonbank  community  involvement 
through  its  operating  subsidiary.  Community  support 
for  the  project  includes  partnerships  with  a  local  eco¬ 
nomic  development  organization  and  the  president  of 
the  community  government  and  the  involvement  of  the 
city  as  the  purchaser  of  the  project.  Because  the  project 
involves  an  operating  subsidiary,  the  OCC  considered 
alternative  community  involvement  criteria. 

As  a  policy  matter,  the  OCC  currently  permits  banks  to 
undertake  real  estate  development,  directly,  under  the 
OREO  regulation  (part  34)  and  under  the  CD  Invest¬ 
ments  regulation  (part  24.)  In  this  case,  because  90 
percent  of  the  project  was  being  managed  by  the 
bank’s  operating  subsidiary,  it  was  more  feasible  for  the 
OCC  to  permit  the  bank  to  complete  the  construction 
of  the  project  through  its  operating  subsidiary  and  to 
establish  alternative  community  involvement  criteria 
rather  than  requiring  the  bank  to  move  the  OREO 
property  to  its  existing  CDC. 

Regarding  the  accounting  for  the  transaction,  classifi¬ 
cation  as  OREO  is  not  a  relevant  issue  under  generally 
accepted  accounting  principles  (GAAP).  GAAP  allows 
OREO  to  be  included  as  part  of  “other  assets”  but 
requires  a  separate  footnote  disclosure  if  it  is  material. 
This  disclosure  would  quantify  the  balance  of  fore¬ 
closed  asset  investments  (inclusive  of  the  additional 
project  investment).  The  disclosure  would  include  fur¬ 
ther  narrative  discussion  of  the  nature  of  this  particular 
investment,  setting  forth  a  discussion  of  the  purpose  of 
the  additional  investment  and  the  existence  of  the 
contract  to  purchase  from  the  city. 

For  regulatory  reporting,  schedule  RC-M  of  the  call 
report  instructions  states  that  all  real  estate  other  than 
bank  premises  be  classified  as  OREO.  Further,  the 
instructions  to  schedule  RC-F  exclude  from  "other  as¬ 
sets”  real  estate  that  is  acquired  in  any  manner  for 
debts  previously  contracted.  However,  the  call  report 
instructions  did  not  consider  improvements  to  OREO 
such  as  those  associated  with  this  project.  Accordingly, 
if  the  project  qualifies  as  a  permissible  CD  project,  the 
bank  may  account  for  it  as  a  CD  “other  asset.”  Specifi¬ 
cally,  the  bank  would  classify  it  as  an  “asset  held  for 
short-term  disposition.” 

Conclusion 

The  Ombudsman’s  Office  decided  to  grant  the  bank’s 
appeal.  The  ombudsman  concluded  that  the  bank’s 
amended  proposal  to  complete  the  project  is  a  permit¬ 
ted  public  welfare  investment  consistent  with  the  stat¬ 
ute,  regulation,  and  OCC  policies.  The  bank  may 
develop  the  project  directly  through  its  operating  sub¬ 
sidiary  rather  than  through  a  CD  entity,  such  as  its 
established  CDC.  Finally,  the  bank  may  carry  its  addi- 


24  Quarterly  Journal,  Vol.  15,  No.  2,  June  1996 


tional  investment  in  the  project  under  “other  assets" 
instead  of  treating  it  as  nonperforming  assets.  Consis¬ 
tent  with  GAAP,  a  material  amount  of  OREO  should  be 
disclosed  as  such  on  schedule  RC-F  of  the  call  report. 

Case  Two:  Appeal  of  Denial  of 
Request  to  Record  a  Core  Deposit 
Intangible  and  Include  It  in 
Regulatory  Capital 

Background 

A  bank  appealed  the  OCC  chief  accountant’s  denial  of 
its  request  to  record  a  core  deposit  intangible,  and  to 
include  it  in  the  calculation  of  regulatory  capital.  The 
bank  went  through  a  change  in  control  in  1 984,  accom¬ 
panied  by  replacement  of  the  management  team.  The 
core  deposit  intangible  originated  through  a  proposed 
quasi-reorganization  in  1995.  After  mailing  the  associ¬ 
ated  proxy  statement  seeking  shareholder  approval, 
the  bank  requested  the  OCC’s  opinion  regarding  the 
appropriate  regulatory  capital  treatment  and  call  report 
presentation  for  the  core  deposit  intangible.  The  chief 
accountant  advised  the  bank  that  it  was  not  appropriate 
to  recognize  the  fair  value  of  a  core  deposit  intangible 
in  a  quasi-reorganization,  unless  the  intangible  had 
previously  existed  through  a  prior  purchase  transac¬ 
tion.  The  chief  accountant  also  advised  the  bank  that 
core  deposit  intangibles  are  not  included  in  regulatory 
capital. 

The  bank’s  appeal  argues  that  the  inability  to  record  the 
core  deposit  intangible  significantly  reduces  the  bank’s 
regulatory  capital  ratios.  Bank  management  further  ar¬ 
gues  that  the  “fresh  start”  concept  of  a  quasi-reorgani¬ 
zation  only  applies  to  the  capital  accounts  and  not  the 
entire  balance  sheet.  Because  its  risk  components  did 
not  change,  its  regulatory  capital  should  not  change. 

Discussion 

A  quasi-reorganization  is  an  accounting  procedure  that 
allows  a  bank  to  restructure  its  capital  accounts  to 
remove  a  deficit  in  undivided  profits  without  undergoing 
a  legal  reorganization.  It  is  based  on  the  concept  that 
when  a  bank  has  previously  suffered  losses,  but  has 
subsequently  corrected  its  problems,  it  should  be  al¬ 
lowed  to  restate  its  records  as  if  it  has  been  reorgan¬ 
ized. 

The  American  Institute  of  Certified  Public  Accountants' 
(AICPA)  Accounting  Research  Bulletin  No.  43  (ARB  43) 
requires  that  the  reorganized  company’s  accounting 
“be  substantially  similar  to  that  appropriate  for  a  new 


company.”  The  “new  company"  or  “fresh  start”  concept 
is  also  discussed  in  the  Securities  and  Exchange  Com¬ 
mission’s  (SEC)  Accounting  Series  Release  25  and 
Staff  Accounting  Bulletin  78.  This  requires  that  all  exist¬ 
ing  assets  be  recorded  at  fair  value.  It  is  not  appropriate 
to  place  new  assets  on  the  books  that  would  not  other¬ 
wise  have  been  recorded.  Core  deposit  intangibles 
result  from  a  purchase  transaction  and  are  not  present 
in  a  newly  chartered,  or  “freshly  started”  bank.  There¬ 
fore,  the  fair  value  of  a  core  deposit  intangible  cannot 
be  recognized  in  a  quasi-reorganization  unless  the 
intangible  had  previously  existed  as  a  result  of  a  prior 
purchase  transaction. 

OCC  Bulletin  95-27  states  that,  in  a  quasi-reorganiza¬ 
tion,  the  bank’s  financial  records  should  reflect  the  fair 
value  of  all  assets  and  liabilities.  Additionally,  the  bank’s 
undivided  profits  account  must  be  adjusted  to  a  zero 
balance.  Some  other  requirements  for  accomplishing  a 
quasi-reorganization  are  as  follows: 

The  bank  must  first  restate  the  recorded  value  of 
each  of  its  identifiable  assets  and  liabilities  to  the 
current  fair  value  based  on  an  appropriate  ap¬ 
praisal  process.  In  no  circumstances  should  a 
bank  record  goodwill  because  of  a  quasi-reor¬ 
ganization. 

If  the  net  effect  of  the  fair  value  adjustments 
results  in  decreased  capital,  the  bank  must 
charge  this  amount  to  the  existing  deficit  in  undi¬ 
vided  profits. 

Total  capital  cannot  be  increased  as  the  result  of 
a  quasi-reorganization.  If  the  fair  value  adjustment 
would  result  in  increased  capital,  the  bank  must 
proportionately  reduce  the  fair  value  of  any  non- 
current,  nonmarketable  asset  so  that  capital  is  not 
increased.  Following  the  quasi-reorganization, 
the  bank  should  be  accounted  for  like  a  new 
entity. 

The  “fresh  start”  concept  in  paragraph  9  of  ARB  43  also 
refers  to  the  company’s  total  financial  reporting.  By 
electing  a  quasi-reorganization,  a  new  basis  of  ac¬ 
counting  is  established  and  regulatory  capital  is  meas¬ 
ured  based  on  the  adjusted  value  of  the  assets. 
However,  the  linkage  by  the  bank  of  the  regulatory 
capital  treatment  of  a  core  deposit  intangible  to  its 
accounting  treatment  is  inappropriate.  Section  2(c)(2) 
of  appendix  A  to  12  CFR  3  specifically  limits  the  intan¬ 
gible  assets  that  may  be  included  in  regulatory  capital 
to  mortgage  servicing  rights  and  purchased  credit  card 
relationships.  Therefore,  regardless  of  the  accounting 
treatment  afforded  the  transaction,  part  3  requires  the 
exclusion  of  core  deposit  intangibles  from  regulatory 
capital  computations. 
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Conclusion 

The  ombudsman  denied  the  bank’s  appeal.  Before  the 
appeal  decision  was  issued,  bank  management  noti¬ 
fied  the  ombudsman  of  its  intent  to  unwind  the  pro¬ 
posed  quasi-reorganization.  This  decision  was  based 
on  management’s  projections  that  positive  earnings 
trends  would  be  sufficient  to  eliminate  the  deficit  undi¬ 
vided  profits  account  within  12  to  18  months.  Thus,  the 
bank  could  achieve  the  objective  of  the  quasi-reorgani¬ 
zation  through  earnings  retention.  Although  the  share¬ 
holders  approved  the  quasi-reorganization,  subject  to 
OCC  approval,  management  never  reflected  its  impact 


in  the  bank’s  financial  reports  because  of  the  pending 
appeal. 

Unwinding  the  quasi-reorganization  effectively  nullified 
the  bank's  request  to  record  the  core  deposit  intangible 
on  its  books  and  include  it  in  regulatory  capital.  The  bank 
was  instructed  to  officially  notify  its  shareholders  of  man¬ 
agement’s  decision  not  to  implement  the  quasi-reorgani¬ 
zation.  Management  was  also  asked  to  apprise  the  bank’s 
OCC  district  office  of  its  current  plans  and  their  impact  on 
the  bank’s  financial  performance.  The  bank  is  not  subject 
to  SEC  reporting  requirements,  and  none  of  its  financial 
or  regulatory  reports  needed  to  be  refiled. 


15.  Mo.  2.  June  1996 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Organization  for  a  New  Equality’s  4th  National  Urban  Economic  Summit,  on 
community  revitalization,  Washington,  DC,  January  15,  1996 


Good  afternoon,  and  thank  you  for  asking  me  to  help 
open  the  4th  National  Urban  Economic  Summit. 
Reverend  Stith,  you  have  once  again  put  together  a 
program  that  is  focused  on  the  most  pressing  issues 
facing  our  nation’s  cities  today.  This  summit  is  a  tribute 
to  th  e  leadership  of  the  Organization  for  a  New  Equality 
and  O.N.E.’s  mission  of  bringing  people  together  to 
tackle  the  tough  problems. 

And  I  am  particularly  honored  to  join  you  on  Martin 
Luther  King’s  birthday  to  both  celebrate  the  life  of  this 
great  man  and  to  address  the  issue  of  community 
revitalization  and  development.  Martin  Luther  King 
rightly  understood  that  at  the  core  of  building  a  better 
life  in  our  country  was  the  task  of  bringing  economic 
opportunity  to  low-  and  moderate-income  Americans  in 
our  cities,  towns,  and  rural  communities. 

Clearly,  but  sadly,  community  revitalization  and  de¬ 
velopment  is  one  of  Martin  Luther  King’s  unfinished 
works  —  an  unfinished  work  for  all  of  us.  It  is  just  plain 
wrong  when  American  neighborhoods  are  ravaged  by 
hunger,  homelessness,  and  hopelessness  because 
they  lack  economic  opportunity.  It  is  just  plain  wrong 
when  American  citizens  are  denied  the  chance  to  real¬ 
ize  their  potential  and  achieve  a  better  life.  And  it  is  just 
plain  wrong  when  —  in  one  of  the  richest  nations  on 
earth  —  any  child  must  go  without  the  love,  nutrition, 
security,  and  education  that  he  or  she  so  desperately 
needs  to  survive  and  succeed. 

So  I  applaud  this  organization  that  is  working  tirelessly 
to  right  wrongs,  to  gain  a  new  equality  for  your  fellow 
citizens,  and  to  rebuild  and  revitalize  communities 
across  this  country.  You  are  following  in  the  footsteps 
of  the  man  we  celebrate  today,  continuing  his  work  and 
striving  to  achieve  his  hopes  for  this  great  nation.  As  we 
all  know,  there  are  many  parts  to  the  puzzle  that  must 
be  solved  to  right  these  wrongs  and  provide  economic 
opportunity  to  all  our  citizens.  I  am  here  today  to  talk 
about  the  one  piece  of  that  puzzle  that  I  know  best  — 
credit  and  banking  services.  This  afternoon,  I  would  like 
to  focus  on  a  historical  process  in  American  banking 
and  finance  that  I  have  talked  about  for  several  years: 
the  democratization  of  credit. 

I  want  to  focus  on  this  process  for  two  reasons.  First,  I 
believe  that  the  credit  democratization  process  has 
brought  the  American  people  —  including,  importantly, 
low-  and  moderate-income  citizens  —  vastly  enhanced 
opportunities.  Second,  I  believe  it  is  essential  that  we 


all  work  hard  and  in  harmony  to  ensure  that  this  process 
continues.  Martin  Luther  King’s  dream  of  equal  oppor¬ 
tunity  for  all  Americans  is  dependent  upon  the  con¬ 
tinuous  democratization  of  credit.  We  must  maintain  the 
march  toward  a  truly  open  banking  and  credit  system 
that  is  inclusive,  inclusive  for  all  of  this  nation's  citizens 
and  neighborhoods. 

While  much  remains  to  be  done,  the  nation  has  made 
significant  strides,  and  today,  American  families  and 
businesses  enjoy  access  to  credit  and  financial  ser¬ 
vices  that  earlier  Americans  could  never  have  im¬ 
agined.  Just  consider  this  —  if  the  credit  terms  of  1776 
still  applied  in  today’s  Washington,  only  a  handful  of 
people  would  qualify  for  a  bank  loan.  Even  125  years 
ago,  well  after  the  birth  of  this  nation  —  and  approach¬ 
ing  the  dawn  of  the  20th  century  —  it  was  still  anathema 
for  national  banks  to  make  home  mortgage  loans.  Some 
found  ways  to  circumvent  restrictions  of  the  time,  but 
the  vast  majority  of  home  and  agricultural  loans  were 
obtained  privately,  if  they  could  be  obtained  at  all.  Loan 
sharks  and  pawnshops  were  the  main  sources  of  con¬ 
sumer  credit,  often  on  extortionate  terms.  Before  World 
War  I,  and  even  for  a  number  of  years  thereafter,  con¬ 
sumer  lending  was  viewed  as  disreputable,  and  those 
who  sought  such  loans  were  frequently  seen  similarly. 
But  that  was  before  the  American  consumers  proved 
their  creditworthiness,  particularly  during  the  lean 
years  of  this  century,  and  before  economists,  bankers, 
and  policy  makers  discovered  the  importance  of  the 
consumer  in  fueling  economic  growth.  Bankers  learned 
that  it  was  good  business  —  as  well  as  good  public 
policy  —  to  expand  their  portfolios  of  consumer  loans. 
And  to  the  surprise  of  most  bankers  of  the  time,  con¬ 
sumer  installment  loans  outperformed  business  loans 
during  the  Great  Depression,  providing  an  unexpected 
saving  grace  for  many.  Interesting,  isn’t  it,  that  a  market 
that  banks  deemed  risky  and  considered  untouchable 
proved  not  only  to  be  profitable  but  became  their 
market  of  the  future. 

In  the  wake  of  the  Depression  and  World  War  II,  consum¬ 
ers  saw  other  innovations  that  expanded  credit’s  reach. 
A  federally  initiated  secondary  market  for  housing  loans 
not  only  increased  the  quality  of  housing  in  the  country 
and  provided  a  boon  to  the  construction  industry,  but  it 
also  helped  banks  obtain  greater  retail  experience  and 
encouraged  them  to  expand  their  offerings  of  other  con¬ 
sumer  products.  And  as  consumer  lending  has  become 
more  competitive,  innovation  in  this  area  has  accelerated 
and  loan  pricing  has  also  become  more  competitive. 
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One  of  the  greatest  leaps  forward  in  the  democratiza¬ 
tion  of  credit  was  something  that  we  all  take  for  granted 
today  —  but  was  revolutionary  at  the  time  —  the  auto 
loan  When  our  grandparents  started  to  drive,  very  few 
institutions  would  lend  them  the  funds  to  purchase  a 
car.  But  between  1930  and  1940,  auto  loans  outstand¬ 
ing  for  U.S.  commercial  banks  would  increase  from  $40 
million  to  more  than  $600  million. 

The  growth  of  credit  cards,  which  enabled  consumers 
to  gain  revolving  credit  without  collateral,  is  equally 
staggering.  In  1954,  for  example,  only  41  banks  in  the 
country  offered  their  customers  charge  cards  and 
fewer  than  500,000  consumers  used  this  product. 
Thirty  years  later,  over  half  of  all  families  in  the  United 
States  —  42  million  households  —  would  have  at  least 
one  credit  card  account,  3,000  institutions  would  offer 
them,  and  over  two  million  merchants  worldwide  would 
accept  them.  Other  revolutionary  ways  of  extending 
credit  efficiently  and  at  lower  cost  followed,  quickly 
becoming  mainstream  bank  products,  and  today,  the 
borrowing  public’s  menu  of  credit  options  include 
products  such  as  adjusted-rate  mortgages,  balloons, 
and  home  equity  loans. 

This  democratization  of  credit,  truly  dramatic  when 
considered  as  an  historic  trend,  did  not  happen  all  at 
once;  it  has  been  a  series  of  advances  and  innovations 
made  possible  because  someone  or  some  company 
had  the  courage  to  push  the  bounds  of  conventional 
wisdom  and  find  new  ways  to  reach  new  borrowers  ... 
economic  opportunity  extended  because  someone  or 
some  company  had  the  vision  and  the  determination  to 
set  out  in  search  of  profitable  opportunities  where 
others  had  either  failed  or  feared  to  tread. 

But  why  the  history  lesson?  Because  you  are  a  very 
important  part  of  that  historic  trend.  In  recent  years  — 
again,  because  dedicated  individuals,  businesses  and 
organizations  like  O.N.E.  have  provided  the  leadership 
—  the  democratization  of  credit  has  continued  —  this 
time  in  service  of  those  low-  and  moderate-income 
families,  those  entrepreneurs,  and  those  neighbor¬ 
hoods  that  have  been  underserved  by  the  country’s 
financial  services  providers.  Just  consider  what, 
together,  we  have  seen  accomplished  in  the  past  few 
years.  Perhaps  the  most  dramatic  evidence  of  the 
progress  we  have  witnessed  is  reflected  in  the  most 
recent  Home  Mortgage  Disclosure  Act  (HMDA)  data. 
The  numbers  demonstrate  an  industry  —  and  a  country 
rising  to  the  challenge  of  expanding  access  to  credit. 
Between  1993  and  1994  alone,  the  last  year  for  which 
we  have  data,  mortgages  made  to  Hispanic-American 
families  made  a  42  percent  jump.  That’s  significant, 
particularly  at  a  time  when  the  market  as  a  whole  was 
growing  at  about  18  percent 


In  addition,  national  bank  investment  in  community 
development  corporations  and  CDC  projects  has  qua¬ 
drupled  since  I  began  my  term  as  Comptroller  nearly 
three  years  ago.  That’s  remarkable  —  a  fourfold  in¬ 
crease  in  less  than  four  years.  Last  year  alone,  national 
banks  made  more  than  $400  million  in  community 
development  corporation  investments  —  investments 
that  will  leverage  over  $1  billion  in  additional  private  and 
public  resources. 

And,  within  the  last  year,  for  the  first  time  in  the  history 
of  the  Office  of  the  Comptroller  of  the  Currency,  we  have 
issued  charters  to  national  banks  that  have  a  com¬ 
munity  development  focus  —  the  first  one  in  San  Diego, 
and  most  recently  here  in  Washington,  DC. 

Clearly,  banks  have  begun  to  embrace  this  market  for 
low-  and  moderate-income  lending  with  increasingly 
open  arms.  The  realization  that  this  can  be  good  busi¬ 
ness  and  good  public  policy  has  given  rise  to  the  tens 
of  billions  of  dollars  of  commitments  we  have  seen  from 
institutions  all  over  the  country. 

I  am  proud  of  the  national  banking  system  in  achieving 
these  goals  and  making  these  commitments  to  our 
communities.  And  I  am  confident  that  the  two-year 
effort  to  move  the  Community  Reinvestment  Act  rule 
from  a  process-based  regulation  to  one  squarely 
focused  on  bank  performance  will  have  an  additional 
positive  impact  on  community  development.  The  new 
rule  will  prove  more  effective  in  meeting  community 
credit  needs  and  less  burdensome  on  financial  institu¬ 
tions  because  regulation  makes  clear  that  small  busi¬ 
ness  lending  is  a  critical  component  of  meeting 
community  credit  needs,  and  —  as  you  know  —  the 
Organization  for  a  New  Equality  was  a  strong  voice  in 
advocating  the  importance  of  the  business  lending 
data  collection  requirement. 

We  certainly  have  much  to  be  proud  of.  But  it  is  not 
enough  to  simply  count  our  successes  and  recognize 
our  achievements.  On  this,  Martin  Luther  King  Jr.’s 
birthday,  we  must  build  on  this  past  progress  to  extend 
economic  freedom  and  opportunity  to  more  Americans 
and  to  honor  the  legacy  he  left  for  all  Americans. 

Let  me  suggest  three  essential  truths  that  the  demo¬ 
cratization  of  credit  has  taught  us. 

First,  that  in  the  area  of  credit,  character  is  almost 
always  more  important  than  wealth  in  determining  good 
credit  risk.  And,  of  course,  there  are  not  racial  or  ethnic 
boundaries  to  good  character. 

Second,  there  is  almost  always  an  opportunity  to  in¬ 
novate,  to  find  new  ways  to  safely  and  profitably  extend 
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credit  to  individuals  and  businesses  that  were  not  pre¬ 
viously  served  or  not  served  effectively.  The  American 
penchant  for  innovation  and  experimentation  has  long 
proved  that  credit  can  be  extended  well  beyond  what 
skeptics  at  any  given  time  in  our  history  deemed 
feasible. 

Third,  the  credit  process  works  best  when  the  borrower 
and  lender  work  in  a  spirit  of  partnership  and  coopera¬ 
tion.  This  truth  is  reflected  in  your  organization’s  guiding 
philosophy  that  real  progress  only  occurs  by  bringing 
people  together,  not  dividing  or  polarizing  them.  Like 
Martin  Luther  King’s  legacy,  the  democratization  of 
credit  process  teaches  us  that  when  we  all  work 
together  hard  enough  there  is  appreciable  progress  to 
be  made,  progress  that  can  serve  all  of  society.  But 
history  also  teaches  us  that  progress  never  comes 
easily  and  cannot  be  squandered. 

Three  truths  —  the  importance  of  character,  the  time¬ 
less  power  of  a  vision,  and  the  strength  of  community 
—  legacies  all  of  Martin  Luther  King  Jr.’s  life. 

As  I  thought  about  today’s  event  and  the  challenge 
before  those  of  us  who  want  to  see  the  democratization 
of  credit  continue  in  what  I  believe  is  a  pivotal  period 
for  this  trend,  I  was  reminded  of  the  words  of  Henry 
Wadsworth  Longfellow  that  Martin  Luther  King  was 
fond  of  quoting  in  the  darkest  days  of  the  civil  rights 
movement: 

The  heights  by  great  men  reached  and  kept  were 

not  attained  by  sudden  flight. 

But  they,  while  their  companions  slept,  were  toil¬ 
ing  upward  in  the  night 

In  1996,  as  you,  the  women  and  men  of  O.N.E.,  strive 
for  economic  rights  and  greater  opportunity  for  the 
families  and  neighborhoods  you  serve,  you  must  keep 
toiling  upward  —  as  we  all  must  —  even  when  political 
winds  buffet  your  cause  or  when  the  wisdom  of  your 
undertaking  and  the  strength  of  your  resolve  are  ques¬ 
tioned.  Greater  heights  will  not  be  attained  by  resting 
on  laurels  or  allowing  unrealistic  expectations  to  im¬ 
pede  real  progress.  And  we  cannot  forget  that  as  new 
heights  are  achieved,  the  responsibilities  —  as  well  as 
the  opportunities  —  increase. 

So  today,  we  all  have  increased  responsibilities  to  keep 
the  pace  of  change  and  innovation  going  in  a  safe, 
sound,  responsible  manner.  The  momentum  generated 
by  the  democratization  of  credit  can  be  slowed  if  we  fail 
to  act  responsibly  —  as  banks,  as  regulators,  and  as 
organizations. 

For  banks,  that  means  being  responsible  lenders  — 
remaining  dedicated  to  the  credit  democratization 


process  and  devising  sound,  innovative  programs  that 
will  strengthen  both  their  bottom  lines  and  the  com¬ 
munities  they  serve.  Banks  must  continue  to  keep  a 
keen  eye  on  safety  and  soundness  and  profitability, 
because  we  all  know  that,  today,  those  are  the  keys  to 
long-term,  sustainable  community  development  credit. 
Easy  credit  not  based  on  sound  banking  principles  — 
and  the  scars  it  leaves  in  its  wake  —  is  just  as  devas¬ 
tating  for  a  community  and  a  family  as  too  little  credit. 

For  regulators,  it  means  understanding  that  innovation 
and  advances  in  credit  can  be  periods  of  transition, 
perhaps  showing  spotty  initial  results  with  slimmer  mar¬ 
gins.  We  have  a  responsibility  to  stay  attuned  with  how 
new  products  are  performing  in  the  marketplace  and 
keep  a  firm  hand  on  the  tiller  to  ensure  safety  and 
soundness.  We  also  must  be  relentless  in  ensuring  that 
our  rules  do  not  get  in  the  way  of  progress.  But  indeed, 
we  can  go  farther  than  merely  not  getting  in  the  way.  I 
believe  that  we  can  help  in  the  democratization  process 
by  helping  to  create  private/public  partnerships,  which 
is  one  of  the  reasons  the  Office  of  the  Comptroller  has 
hired  community  development  specialists  in  all  of  our 
district  offices.  In  addition,  the  OCC  has  a  role  to  play 
in  helping  an  expanding,  evolving  market  work  more 
effectively.  That  is  the  thinking  behind  our  best  prac¬ 
tices  program  to  identify  common  characteristics  of 
quality  community  development  lending  and  share  this 
insight  with  the  banks  we  supervise.  Further,  the  Office 
of  the  Comptroller  will  host  a  Community  Development 
Conference  in  February.  This  conference  will  also  ex¬ 
plore  what  is  working  well  to  extend  credit  for  under¬ 
served  individuals  and  neighborhoods  and  to  aid  small 
businesses  in  cities  and  rural  communities. 

And  finally,  for  community  groups  and  nonprofit  organ¬ 
izations,  this  new  era  of  heightened  responsibility 
brings  new  opportunities  to  forge  productive  partner¬ 
ships  and  provide  the  spark  that  leads  to  greater  in¬ 
novation  in  areas  such  as  postpurchase  counseling.  I 
look  to  you  to  be  valued  allies  for  the  lending  community 
in  stimulating  product  innovation  and  helping  address 
safety  and  soundness  concerns.  You  also  can  be  in¬ 
strumental  in  bringing  more  players  to  community 
development’s  table,  broadening,  for  example,  private 
sector  participation  beyond  the  banking  community. 
And  I  know  that  the  women  and  men  of  O.N.E.  believe 
that  it  is  partnership  —  not  confrontation  —  that  brings 
greater  benefits  and  opportunities  to  the  communities 
you  represent. 

That  is  why  you  have  come  to  Washington  and  to  this 
summit,  because  you  want  to  be  partners  and  leaders 
for  the  cause  of  greater  economic  opportunity  today 
and  tomorrow.  It  has  been  said  that  leaders  have  the 
vision  and  the  conviction  that  a  dream  can  be  achieved . 
And  leaders  inspire  the  power  and  energy  to  get  it 
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done.  Today,  on  the  birthday  of  one  of  America’s 
greatest  dreamers  and  leaders  —  a  man  who  inspired 
so  many  during  his  all-too-brief  lifetime  and  a  person 
who  continues  to  provide  a  source  of  inspiration  and 
energy  to  millions  today  —  let  us  renew  our  commitment 
to  get  it  done  for  families,  for  businesses  and  for  com¬ 
munities  that  have  yet  to  achieve  the  American  Dream. 

Let  all  of  us  renew  our  commitment  to  get  it  done  and 
discover  new  ways  to  extend  credit  to  creditworthy 


borrowers  and  into  neighborhoods  of  all  types  and 
income  levels.  Let  all  of  us  renew  our  commitment  to 
make  a  difference  and  demonstrate  that  one  dedicated 
individual,  one  thoughtful  innovation,  or  one  energetic 
organization  like  O.N.E.  can  help  keep  the  demo¬ 
cratization  of  credit  process  marching  forward  for  years 
to  come. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Exchequer  Club,  on  financial  modernization,  Washington,  DC, 

January  24,  1996 


This  afternoon,  I  would  like  to  discuss  with  you  the  issue 
of  financial  modernization.  This  is  a  topic  of  great 
importance  made  even  more  pressing  by  technological 
change  and  the  increasing  globalization  trade.  In  addi¬ 
tion,  as  most  of  you  know,  Congress  is  once  again  in 
the  midst  of  considering  financial  modernization  legis¬ 
lation  —  something  it  has  done  every  few  years  since 
the  early  1970s. 

Now,  if  the  history  of  legislative  efforts  in  this  area  is  any 
guide,  financial  modernization  will  not  occur  as  quickly 
as  many  would  like.  But  I  did  not  come  here  today  to 
dissect  the  complexities  of  the  legislative  process  or 
discuss  the  odds  of  getting  a  favorable  bill  out  of 
Congress.  Rather,  I  want  to  raise  a  broader  question  for 
us  to  consider:  Why  do  we  continue  to  use  a  term  as 
impressive  as  “financial  modernization”  to  describe 
what  is  in  today’s  world  a  rather  narrow  set  of  reforms 
centered  on  repeal  or  amendment  of  the  Glass-Steagall 
Act? 

In  my  view,  financial  modernization  should  not  be  a 
synonym  for  narrow  reform.  Indeed,  I  believe  that  finan¬ 
cial  services  policy  makers,  the  banking  industry,  and 
many  of  those  who  study  and  write  about  public  policy 
in  the  financial  services  arena  —  in  focusing  so  narrowly 
on  Glass-Steagall  reform  for  so  many  years  —  have 
failed  to  address  more  compelling  public  policy  ques¬ 
tions  .  .  .  questions  that,  as  a  nation,  we  must  ultimately 
address  to  truly  modernize  our  financial  system. 

In  short,  it  is  time  to  think  anew  about  the  conceptual 
content  we  assign  to  “financial  modernization”  —  an 
issue  that  could  impact  considerably  our  country’s 
economic  prosperity  and  global  competitiveness  in  the 
next  century. 

Twenty-five  years  ago,  this  country  tried  to  take  ad¬ 
vantage  of  a  period  of  banking  industry  strength  to 
reform  and  modernize  financial  services  in  a  com¬ 
prehensive  way.  In  1971,  the  Hunt  Commission  urged 
us  to  —  and  I  quote  —  “move  as  far  as  possible  toward 
freedom  of  financial  markets  and  equip  all  institutions 
with  the  powers  necessary  to  compete  in  such 
markets." 

Twenty-five  years  later,  that  still  sounds  like  good  coun¬ 
sel.  Over  the  years,  many  bills  have  advanced  under 
the  banner  of  financial  modernization.  Few  of  much 
significance  have  passed.  Banks  still  operate  within 
walls  constructed  in  the  1930s.  And  as  the  years  roll  by, 


the  Hunt  Commission's  observation,  that  banks  have 
product  and  market  specialization  forced  upon  them  by 
arcane  statutes  and  rules,  becomes  more  true  all  the 
time. 

A  generation  of  banking  industry  leadership  has  now 
spent  much  of  their  political  careers  and  political  capital 
battling  over  Glass-Steagall  reform  —  sadly,  to  little 
effect.  But  let’s  suppose  for  a  moment  that  Glass- 
Steagall  reform  passes  tomorrow.  Would  we  then  judge 
the  past  25  years  of  political  capital  well  spent?  Could 
we  then  breathe  a  collective  sigh  of  relief  knowing  that 
—  modernized  at  long  last  —  our  financial  system  is 
now  prepared  to  carry  America’s  economy  forward  into 
the  next  millennium? 

We  must  stop  fooling  ourselves.  Yes,  Glass-Steagall 
reform  would  be  a  good  thing  for  those  banks  seeking 
to  enter  more  deeply  into  the  securities  business.  And, 
yes,  properly  executed,  Glass-Steagall  reform  is  good 
public  policy.  But  to  say  that  passing  Glass-Steagall 
reform  would  modernize  the  financial  system  is  like 
saying  that  plowing  one  lane  on  Massachusetts  Avenue 
completed  Washington’s  snow  removal  effort. 

My  point  is  this  —  Glass-Steagall  reform  may  be  a  good 
thing,  but  it  falls  considerably  short  of  real  financial 
modernization.  And  what  I  find  discouraging  is  that,  by 
focusing  so  much  attention  on  Glass-Steagall  reform, 
we  are  failing  to  deal  with  other  issues  even  more 
central  to  modernizing  our  financial  system. 

The  banking  industry  runs  the  risk  of  spending  an 
enormous  amount  of  its  political  capital  to  reform  one 
corner  of  the  world,  while  most  other,  even  more  critical, 
segments  of  that  world  are  rapidly  changing  and  in 
desperate  need  of  attention.  Banking  industry  leader¬ 
ship  and  policy  makers  should  be  vigorously  address¬ 
ing  the  new  realities  of  the  new  environment  —  an 
environment  being  shaped  by  technology.  Technology, 
what  Alvin  Toffler  has  called  “that  great  growling  engine 
of  change,”  is  changing  the  face  of  banking  and  finan¬ 
cial  services,  and  changing  the  way  consumers  pur¬ 
chase  goods  and  services  of  all  types.  If  Glass-Steagall 
reform  was  the  major  financial  modernization  issue  of 
1971,  the  financial  modernization  issues  of  today  and 
tomorrow  will  flow  from  the  technological  revolution  in 
financial  services. 

Our  ability  to  bring  banking  and  financial  services  into 
the  21st  century  will  determine  how  fast  and  effectively 
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we  realize  technology's  vast,  still-  untapped  potential  to 
fuel  economic  growth  and  opportunity  for  American 
businesses  and  consumers. 

Consider  these  numbers.  In  the  next  five  years,  media 
and  telecommunications  companies  plan  to  invest  up¬ 
wards  of  $70  billion  dollars  to  bring  a  truly  customer- 
friendly  Internet  to  millions  of  households.  Already, 
nearly  every  Fortune  500  corporation  is  connected  to 
the  Internet,  and  85  percent  of  companies  with  sales  of 
$300  million  or  less  are  developing  connections.  By  one 
estimate,  there  will  be  200  million  Internet  users  in  the 
year  2000.  Experts  believe  electronic  commerce  — 
$245  billion  today  —  will  account  for  nearly  $3  trillion 
by  2005. 

And  the  Internet  is  only  the  tip  of  the  iceberg.  Totally 
electronic  market  trading,  e-money,  a  paperless  pay¬ 
ments  system,  vastly  more  sophisticated  risk  pricing 
and  risk  control  models  are  all  on  the  horizon.  Just  think 
about  what  the  tremendous  increases  in  computer 
power  have  meant  to  an  information-intensive  business 
like  banking.  Every  18  months,  the  cost  of  computing 
power  halves,  or  —  put  another  way  —  we  can  buy 
double  the  computer  power  for  the  same  dollar  —  every 
year  and  a  half.  Just  think  what  that  has  meant.  When 
personal  computers  entered  our  offices  and  homes  in 
a  big  way  in  the  early  1980s,  their  floppy  disks  held 
1 80,000  bites  of  information.  Today’s  standard  personal 
computers  feature  CD-ROMs  that  hold  over  half  a  billion 
bites  —  on  disks  the  same  size. 

Given  this  onslaught  of  technological  change,  these  are 
the  $3  trillion  questions:  What  will  it  take  to  reap  the 
benefits  of  what  Bill  Gates  calls  “friction-free 
capitalism,”  where  even  the  most  humble  businesses 
have  the  opportunity  to  reach  a  worldwide  market 
through  electronic  commerce?  What  will  it  take  to  real¬ 
ize  the  enormous  potential  continuing  technological 
innovation  offers? 

A  key  part  of  the  answer  lies  in  what  consumers  of  all 
eras  have  always  demanded  —  confidence  in  a  pay¬ 
ment  system  that  offers  security  and  guarantees 
privacy.  America’s  banks  —  guardians  of  consumer 
confidence  in  their  economic  system  for  decades  — 
should  have  a  pivotal,  leading  role  in  realizing  the 
potential  electronic  commerce  holds.  But  it  is  ironic  that 
banks,  which  can  give  consumers  and  merchants  the 
confidence  to  realize  technology’s  potential,  expand 
markets,  and  provide  businesses  new  opportunities, 
have,  for  much  of  the  past  25  years,  been  on  the 
receiving  end  of  technology's  growing  influence. 

Technology  has  proved  a  great  leveler,  blurring  the 
distinctions  between  the  products  and  producers  of 
financial  services  and  unleashing  intense  globalized 


competition  between  banks,  nonbanks,  and  interna¬ 
tional  financial  institutions.  The  extent  of  that  leveling  is 
apparent  when  one  considers  the  contestants  in  the 
current  gold  rush  surrounding  the  development  of  new 
electronic  money  and  payment  technologies.  A  casual 
observer  might  expect  banks  to  be  leaders  in  this  race. 
After  all,  we  are  talking  about  money  and  payment  — 
the  very  stuff  of  banking.  But  while  the  contestants  do 
include  a  few  banks,  at  least  equally  prominent  are 
scores  of  nonbanks  —  software  producers,  telecom¬ 
munications  firms,  and  so  forth. 

Consider  stored  value  cards.  For  those  of  you  unfamiliar 
with  the  concept,  a  stored  value  card  is  a  prepaid  card 
used  to  purchase  goods  or  services.  Rudimentary 
stored  value  cards  have  been  used  in  this  country  for 
years.  Some  of  you  may  have  even  used  one  today  in 
the  form  of  a  Metro  farecard.  Right  now  a  number  of 
firms  are  racing  to  bring  far  more  sophisticated  stored 
value  cards  to  market,  cards  that  could  be  used  not  just 
in  limited  environments  like  subway  systems,  but  more 
widely  to  purchase  goods  or  services  in  both  physical 
and  virtual  locations  —  the  marketplace  and  the  market 
space.  The  competing  stored  value  cards  differ  in  their 
particulars,  but  one  difference  is  especially  important: 
some  —  not  all  —  of  these  products  would  be  issued 
by  nonbanks. 

Think  about  that  for  a  moment.  Suppose  for  $100  you 
buy  a  stored  value  card  from  a  nonbank,  usable  to 
purchase  a  wide  range  of  goods  and  services.  Unlike 
a  bank,  that  nonbank  faces  no  minimum  capital  require¬ 
ments,  no  liquidity  standards.  If  it  fails  before  you  spend 
the  value  stored  on  your  card,  your  card  may  be  worth¬ 
less  and  you  may  be  out  of  money.  No  deposit  in¬ 
surance  here. 

I  am  not  here  today  to  suggest  that  nonbanks  should 
not  be  in  this  business;  there  are  serious  arguments  on 
both  sides  of  this  issue.  My  purpose  at  present  is  to 
assert  a  much  simpler  point:  if  you  share  my  belief  that 
electronic  commerce  will  grow  rapidly,  and  that  new 
payment  technologies  will  grow  along  with  it,  you 
should  recognize  that  the  prospect  of  nonbank  ques¬ 
tions  is  of  considerable  importance.  More  important 
from  the  banking  industry’s  perspective,  perhaps,  non¬ 
bank  issuance  of  electronic  value  could  present  the 
banking  industry  with  a  competitive  inequality  far  more 
significant  to  a  far  larger  class  of  banks  than  anything 
now  troubling  the  proponents  of  Glass-Steagall  reform. 

Another  question  critical  to  the  industry’s  future  is  the 
geography  question.  Since  its  inception,  this  country 
has  been  committed  to  a  legal  infrastructure  that  ties 
the  activities  of  all  manner  of  banks  closely  to  state 
laws.  Even  national  banks  draw  many  of  their 
authorities  from  state  laws.  Technology  has  put  this 
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legal  infrastructure  under  increasing  strain.  For  ex¬ 
ample,  who  should  we  say  has  jurisdiction  over  a  loan 
issued  by  a  depository  institution  with  offices  in  State  A 
to  a  consumer  in  State  B  applying  via  a  Web  site 
maintained  on  a  server  in  State  C?  You  can  make  up 
rules  based  on  geography,  but  an  answer  derived  from 
any  set  of  geography-based  rules  will  seem  arbitrary, 
diminishing  the  credibility  of  the  legal  regime. 

In  addition,  financial  markets  are  in  fact  steadily  becom¬ 
ing  more  and  more  international.  And  though,  to  be 
sure,  it  has  its  own  complexities,  the  regulatory  regime 
established  by  the  European  Union  may  well  turn  out  to 
be  less  complex  and  therefore  more  efficient  than  the 
complex  system  of  bank  regulation  and  supervision  we 
have  built  up  here  in  America.  As  international  competi¬ 
tion  continues  to  intensify,  that  difference  in  regulatory 
efficiency  will  become  a  competitive  disadvantage  for 
American  banks. 

And  putting  further  strain  on  the  question  of  geography 
is  the  breakneck  speed  with  which  America’s  de¬ 
pository  institutions  are  consolidating.  A  consolidated 
industry  appears  unlikely  to  support  the  full  regulatory 
infrastructure  of  the  existing  system.  Moreover,  as  sig¬ 
nificant  numbers  of  multistate  branch  banks  come  into 
being  under  the  Riegle-Neal  Act  of  1994,  they  are  likely 
to  become  a  potent  political  force  for  harmonizing  the 
current  legal  differences  between  the  laws  of  different 
states  and  between  state  and  federal  laws.  Already,  20 
states  have  exercised  Riegle-Neal’s  early  opt-in.  The 
trend  toward  interstate  branching  is  clear  and  will  cer¬ 
tainly  gain  even  greater  momentum  in  the  months 
ahead. 

Again,  I  am  not  here  today  to  argue  for  or  against  the 
pre-emption  of  state  laws.  My  point  again  is  the  much 
simpler  one  that  the  world  is  changing  whether  we  like 
it  or  not.  The  impact  of  these  factors  on  bank  operations 
and  the  operation  of  the  bank  regulatory  and  super¬ 
visory  apparatus  presents  issues  of  critical  importance 
to  the  entire  banking  industry  —  issues  that  have  every¬ 
thing  to  do  with  financial  modernization  in  any  mean¬ 
ingful  sense  of  the  term,  but  that  Congress  and  the 
banking  industry  have  not  yet  begun  adequately  to 
address. 

The  question  of  nonbank  involvement  in  the  issuance 
of  stored  value  and  what  I  have  called  the  geography 
question  are  not,  I’m  sure,  the  only  financial  modern¬ 
ization  issues  going  unaddressed  at  present,  nor  per¬ 
haps  even  the  most  critical.  In  my  opinion,  however, 
each  of  these  probably  have  greater  relevance  to  the 
future  of  the  banking  industry  than  anything  currently  or 
recently  considered  by  Congress  under  the  financial 
modernization  label.  The  fact  that  these  questions  are 
not  being  addressed  demonstrates  clearly  the  danger 


of  allowing  our  concept  of  financial  modernization  to 
ossify.  A  financial  modernization  agenda  that,  if  ac¬ 
complished,  would  bring  the  banking  industry  current 
circa  1971  forms  a  strange  centerpiece  for  the  1996 
deliberations  of  policy  makers  and  industry  leaders. 

With  or  without  Glass-Steagall  reform,  we  need  to  move 
on  to  what  are  clearly  the  more  critical  issues  for  the 
banking  system.  I  know  some  will  fault  this  perspective 
as  hopelessly  out  of  step  with  political  reality.  Given  how 
tough  it  has  been  to  fight  the  battles  of  Glass-Steagall 
reform,  how  could  we  ever  hope  to  move  the  ball 
forward  on  issues  of  even  greater  significance?  How 
could  we  ever  hope  to  work  through  the  maze  of  issues 
that  pits  the  banking  industry  against  nonbanks? 

But  neither  policy  makers  nor  the  industry  leadership 
can  afford  to  be  captured  by  the  sort  of  inside-the- 
Beltway  reasoning  that  says  we  should  focus  on  the 
politically  doable  instead  of  the  economically  neces¬ 
sary.  We  must  address,  not  ignore,  the  critical  problems 
we  face,  and  we  must  work  together  to  make  it  politi¬ 
cally  realistic  to  do  so.  So  let’s  step  outside  this  Beltway 
mentality  and  forget,  for  a  moment,  what  may  or  may 
not  be  politically  doable  at  this  moment. 

Let  us,  instead,  talk  candidly  about  what  we  must  do. 

First,  we  must  give  thoughtful  consideration  to  the  kind 
of  financial  services  industry  the  country  and  the 
economy  needs  in  the  next  century.  We  need  to  aban¬ 
don  the  narrow,  protectionist,  special  interest-driven 
way  we  have  viewed  the  future  of  financial  services  in 
America.  For  too  long,  the  players  in  the  policy  making 
drama  have  negotiated  market  restrictions  and 
regulatory  frameworks  —  not  on  the  basis  of  market 
realities  and  the  level  of  risk  —  but  like  barterers  at  a 
trading  bazaar. 

Second,  we  must  adhere  to  free  market  principles  in 
creating  the  industry  of  the  future.  Even  the  truest  of 
believers  in  the  power  of  the  competitive  free  market 
have  trouble  putting  its  theory  into  practice,  particularly 
when  it  runs  counter  to  the  entrenched  interest  of  their 
allies.  However,  I  am  convinced  that  this  model  gives 
us  the  best  chance  of  building  a  financial  services 
industry  capable  of  maximizing  consumer  benefits  and 
helping  the  American  economy  compete  interna¬ 
tionally. 

Third,  we  must  also  recognize  that,  in  fact,  government 
regulation  plays  a  critical  and  necessary  role  in  helping 
the  market  work  efficiently,  ensuring  safety  and  sound¬ 
ness,  protecting  consumers,  and  stemming  systemic 
risk  in  the  entire  financial  services  arena.  Responsible 
regulation  is  perfectly  consistent  with,  and  may  even  be 
essential  to,  a  wide  scope  for  market  operations.  How- 
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ever  —  and  this  is  to  my  mind  a  critical  however  — 
striking  the  proper  balance  between  necessary  regula¬ 
tion  and  uncessary  burden  is  essential  and  requires  an 
elevated  discussion  of  what  is  and  what  is  not  risky  — 
a  level  of  thought  and  analysis  that  goes  beyond  myth 
or  gut  instinct.  Institutions  that  do  precisely  the  same 
business  are,  today,  regulated  quite  differently.  And  that 
is  not  acceptable.  Many  institutions  face  multiple 
federal  and  state  regulatory  bodies  —  a  hydra-headed 
monster  that  requires  legions  of  lawyers  and  com¬ 
pliance  officers  to  combat  effectively.  If  this  regulatory 
morass  is  not  made  more  rational,  banks  in  particular 
will  find  it  increasingly  difficult  to  compete  on  equal 
footing.  In  a  highly  technological  world  where  efficiency 
ratios  become  even  more  critical  to  success,  regulatory 
overload  and  imbalance  will  be  a  fundamental  issue  of 
bank  survivability. 


In  summary,  America  needs  and  deserves  a  thorough, 
thoughtful  debate  on  how  best  to  create  a  truly  com¬ 
petitive,  high-tech,  safe  and  sound  financial  services 
industry  and  economy. 

And,  I  am  convinced  we  can  indeed  create  the  kind  of 
financial  services  system  the  American  economy 
needs  —  one  that  is  efficient  and  dynamic,  one  that  is 
the  world’s  leading  competitor  and  one  that  is  capable 
of  fostering  growth  and  opportunity  for  businesses, 
individuals,  and  communities.  That  is  what  financial 
modernization  should  be  about  and  what  it  must  help 
accomplish  in  the  months  and  years  ahead.  We  must 
not  miss  the  opportunity  to  promptly  address  and 
achieve  genuine  financial  modernization. 
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I  am  very  glad  to  be  here  to  speak  on  such  an  interest¬ 
ing  and  important  topic.  The  information  age  continues 
to  change  the  nature  and  scope  of  transactions  such 
that  financial  opportunities  are  available  almost 
anywhere  on  the  globe,  at  any  time,  and  in  ways  that 
can  be  tailored  and  customized  to  meet  specific  fund¬ 
ing  or  investment  objectives.  The  speed  with  which 
technology  can  make  such  transactions  possible  also 
continues  to  increase  at  a  rapid  pace.  From  this 
perspective,  one  may  question  whether  it  is  possible  to 
keep  up  with  an  institution’s  changing  financial  risk 
profile,  or  for  that  matter,  whether  anyone  can  fully 
understand  the  nature  of  an  institution’s  risks.  The  ques¬ 
tion  —  what  do  we  need  to  know  and  when  do  we  need 
to  know  it? —  has  seldom  been  more  important.  But  the 
question  itself  is  instructive,  so  before  we  attempt  to 
answer  the  question,  it  may  be  helpful  to  consider  the 
question  more  carefully. 

Who,  Why,  and  What 

It  is  first  necessary  to  identify  who  needs  to  know,  why 
they  need  to  know,  in  order  to  assess,  what  they  need 
to  know.  For  example,  the  nature  and  detail  of  informa¬ 
tion  needed  by  a  trader  may  not  be  the  same  as 
information  needed  by  an  institution’s  senior  managers 
or  the  board,  or  an  institution’s  counterparties,  or 
regulators,  or  the  investing  public. 

Much  of  the  recent  attention  has  centered  on  a  need  for 
more  information  and  for  information  to  be  made  avail¬ 
able  on  a  more  frequent  basis.  But  this  may  lead  to 
“information  overload.”  Specifically,  there  can  be  too 
much  information  to  make  sense  of  it  all. 

To  make  good  policy,  we  must  focus  on  why  information 
is  needed.  In  most  cases,  that  can  be  answered  by 
considering  whether  appropriate  parties  have  sufficient 
information  to  identify,  measure,  monitor,  and  control 
the  risk  —  the  risk  that  could  result  from  their  decisions. 
Or  do  they  have  sufficient  information  to  assure  them¬ 
selves  that  those  responsible  for  controlling  risk  are 
appropriately  doing  so.  Thus,  a  trader  may  require 
frequent  access  to  detailed  information  about  a  narrow 
component  of  a  financial  market.  Alternatively,  a  senior 
manager  may  require  less  detail,  but  should  receive 
information  at  a  similar  frequency  and  for  a  wider  variety 
of  financial  markets.  Financial  regulators  may  also  be 
interested  in  a  more  aggregated  view  of  an  institution’s 
health.  Analysts  and  the  investing  public  are  generally 


interested  in  institutionwide  information,  but  may  also 
have  very  specific  information  requirements.  Collection 
and  presentation  of  information,  therefore,  is  critical, 
but  it  is  by  no  means  an  exact  science. 

The  difficulty  lies  in  determining  the  appropriate  level 
of  information  aggregation.  Some  have  even  sug¬ 
gested  that  institutions  should  simply  publicly  release 
raw  data  and  allow  the  users  of  that  information  to 
process  it  as  they  see  fit.  This  approach,  however,  may 
fail  to  protect  proprietary  information  and  may  not  be 
cost  effective  for  the  information  users  who  may  find  it 
difficult  to  sift  through  the  volume  of  information  in  order 
to  answer  specific  questions.  Moreover,  there  are 
benefits  to  processing  of  data  prior  to  its  release.  Infor¬ 
mation  can  be  presented  in  a  consistent  manner  and 
there  can  be  some  degree  of  assurance  about  the 
integrity  of  that  information. 

As  bank  supervisors,  we  are  primarily  concerned  with 
how  information  is  generated  and  used  within  a  bank 
and  whether  we  have  sufficient  information  to  ensure 
banks’  safety  and  soundness. 

Example:  OCC’s  Data  Filters 

The  Office  of  the  Comptroller  of  the  Currency  (OCC) 
collects  its  supervisory  information  through  the  ex¬ 
amination  process,  which  contains  nonpublic  informa¬ 
tion,  and  through  quarterly  call  reports  filed  by  banks, 
which  primarily  contain  publicly  available  information. 
Call  reports  allow  us  to  receive  a  consistent  and  regular 
picture  of  a  bank’s  condition  and  income.  Flowever,  as 
market  circumstances  change,  call  report  information 
often  does  not  provide  sufficient  detail  to  allow  specific 
assessments  of  a  bank’s  safety  and  soundness.  While 
on-site  examinations  allow  us  to  obtain  more  detailed 
information,  such  information  is  generally  gathered  on 
a  less  frequent  basis  than  call  report  information. 

To  bridge  that  gap,  the  OCC  combines  call  report 
information  with  macroeconomic  and  regional  eco¬ 
nomic  data.  These  complementary  information  sources 
provide  insights  about  banks’  conditions  that  might  not 
otherwise  be  apparent  through  regular  reviews  of  call 
reports.  For  example,  following  the  thrift  crisis, 
regulators  and  market  participants  alike  began  to  focus 
more  attention  on  interest  rate  risk.  Flowever,  the  call 
report  was  primarily  designed  to  convey  a  bank’s  finan¬ 
cial  health  according  to  credit  risk.  It  is  generally  not 
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amenable  to  making  inferences  about  price  and  inter¬ 
est  rate  risk.  Quite  obviously  it  is  not  cost  effective  for 
the  OCC  to  be  inside  every  bank  on  a  continuous  basis. 
The  OCC  has,  therefore,  been  using  “data  filters”  over 
the  last  several  quarters  to  identify  banks  that  might 
have  material  exposures  to  interest  rate  risk. 

The  data  filters  combine  economic  assumptions  and 
current  information  about  the  financial  environment 
together  with  selected  call  report  items  to  provide  an 
indicator  which  is  suggestive  of  the  presence  of  interest 
rate  risk.  The  OCC  then  uses  the  examination  process 
to  determine  whether  high  levels  of  interest  rate  risk  are, 
in  fact,  present  at  the  particular  institutions  and,  if  so, 
whether  it  is  (1)  known  by  the  institution,  and  (2)  ap¬ 
propriately  managed.  This  form  of  off-site  monitoring 
has  allowed  the  OCC  to  utilize  information  in  more 
cost-effective  manners,  as  well  as  to  deploy  examina¬ 
tion  resources  more  efficiently. 

In  most  cases,  follow-up  reviews  of  the  banks  that  have 
been  identified  by  these  data  filters  have  shown  that 
examiners  were  already  aware  of  problems  and  that 
bank  management  had  developed  or  put  into  place  a 
strategy  for  corrective  action.  In  some  cases,  follow-up 
reviews  revealed  additional  information  that  indicated 
that  problems  did  not  exist  —  in  other  words,  the  filters 
had  produced  “false  positives.”  However,  in  a  few 
cases,  the  filters  identified  banks  that  had  not  yet 
identified  their  potential  problems  or  had  not  yet  de¬ 
veloped  strategies  to  correct  the  problems.  In  those 
instances,  examiners  were  able  to  work  with  the  banks 
to  pursue  corrective  measures. 

Like  the  OCC,  many  institutions  are  also  looking  at  the 
efficiency  of  their  utilization  of  information  in  decision¬ 
making  processes. 

Information  Flow  and  Information  Processing 

When  considering  information  needs,  two  phenomena 
appear  to  be  occurring  at  the  same  time.  First,  informa¬ 
tion  in  financial  markets,  especially  in  the  area  of  finan¬ 
cial  derivatives  transactions  and  products,  is  becoming 
more  specialized  as  a  result  of  newer  and  more  com¬ 
plex  instruments.  These  instruments  often  require  a 
high  level  of  expertise  to  understand  and  proprietary 
models  to  price.  This  can  have  the  unfortunate  effect 
of,  at  times,  creating  a  reliance  on  a  relatively  small 
number  of  individuals  within  an  institution  who  establish 
standards  to  determine  what  information  is  appropriate 
or  relevant  As  a  risk  management  matter,  this  can 
create  a  form  of  “intellectual  risk"  for  an  institution  —  a 
risk  which  should  be  identified  and  addressed  by 
senior  managers  Information  specialization  issues  are 
usually  more  pronounced  during  turning  points  in 
market  trends  or  times  of  market  stress. 


Second,  information  is  being  organized  and  aggre¬ 
gated  in  new  and  different  forms.  Market  participants 
are  moving  away  from  a  product-oriented  view  of  the 
financial  world  and  have  begun  to  view  their  business 
in  terms  of  specific  types  of  risk.  This  raises  new 
questions  regarding  whether  “apples  are  being  com¬ 
bined  with  apples”  when  risks  are  aggregated  at  suc¬ 
cessively  higher  levels  within  institutions.  For  example, 
market  risks  are  usually  reduced  to  a  common  de¬ 
nominator  —  generally,  the  amount  of  loss  associated 
with  a  specified  likelihood  of  occurrence  over  a 
specified  time  period.  Likewise,  credit  risks  are  re¬ 
duced  to  loan  equivalents  or  some  other  common 
denominator.  In  both  of  these  efforts,  “risk”  is  defined 
in  terms  of  earnings  or  capital  exposures.  However, 
market  risks  and  credit  risks  are  generally  not  consis¬ 
tent  with  each  other. 

These  problems  can  be  further  complicated  when  the 
separateness  between  the  risk  categories  becomes 
blurred.  For  example,  a  change  in  an  institution’s 
measured  market  risk  might  also  result  in  a  change  in 
that  institution’s  measured  counterparty  credit  risk  ex¬ 
posure.  This  can  occur  when  cash  flows  between  the 
institution  and  its  counterparty  are  indexed  to  the  af¬ 
fected  market  factors.  Complicating  matters  still  further, 
the  market  change  may  have  also  broadly  affected  the 
business  conditions  of  the  counterparty  and  thereby 
changed  the  default  likelihood  of  the  counterparty.  If  the 
original  institution  had  focused  only  on  changes  in 
counterparty  credit  exposure,  and  not  the  potential  for 
changes  in  default  probability,  it  would  not  have  cap¬ 
tured  changes  to  credit  risk. 

Information  organization  and  aggregation  issues  are 
receiving  a  great  deal  of  attention  as  institutions  attempt 
to  identify  and  measure  such  “interconnection  risks"  - 
including  both  cross-price  and  cross-risk  correlations 
—  to  develop  enterprise-based  measures  of  risk.  It  is 
useful  to  note  that  the  evaluation  of  risk,  as  it  generally 
pertains  to  an  institution's  earnings  and  capital  stability, 
involves  determining  the  effects  of  “tail  events”  —  and 
strange  things  can  happen  in  the  tails.  Markets  may 
become  less  liquid  or  traditional  counterparties  may 
change  their  behaviors  rapidly.  And,  since  by  definition 
tail  events  are  rare,  market  participants  and  others  have 
had  few  opportunities  to  learn  about  them. 

Information  Costs 

The  popular  view  is  that  more  information  is  needed  by 
everyone  or  that  more  information  is  better.  Granted, 
much  of  what  I  have  said  would  support  such  a  view. 
But  it  is  important  to  note  that  information  is  generally 
costly  to  collect,  analyze,  and  present  in  an  under¬ 
standable  manner  In  this  regard,  the  more  an 
institution's  proprietary  information  is  made  freely  avail- 
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able,  the  less  incentive  there  is  for  other  institutions  to 
develop  new  products  or  trading  strategies.  This  is  par¬ 
ticularly  relevant  in  a  competitive  marketplace  where 
institutions  might  view  information  about  trading  positions 
and  strategies  as  revealing  the  fruits  of  a  competitor’s 
research.  In  the  aggregate  this  might  lead  to  a  decrease 
in  innovation  and  an  increase  in  the  extent  to  which 
institutions  might  “piggy-back”  off  of  one  another’s  posi¬ 
tions.  Such  herding  among  institutions  may  ultimately  lead 
to  undesirable  consequences. 

It  is,  nevertheless,  important  for  regulators  to  find  an 
appropriate  balance  between  proprietary  information 
and  information  that  is  necessary  so  that  other  inter¬ 
ested  parties,  including  financial  supervisors  and  the 
public,  have  sufficient  information  to  make  informed 
decisions  regarding  the  issues  that  they  face. 

In  addressing  the  needs  of  outside  parties  for  mean¬ 
ingful  and  timely  information,  we  must  also  remain 
sensitive  to  the  additional  costs  that  institutions  would 
likely  face  if  new  reporting  and  disclosure  requirements 
require  significant  systems  changes. 

Risk  Measurement  Systems 

Banks  use  a  number  of  complementary  methods  to 
identify,  measure,  monitor  and  control  risk.  Sophisti¬ 
cated  risk  measurement  and  reporting  systems  have 
been  implemented,  or  are  currently  being  developed, 
at  the  major  trading  banks.  For  example,  in  order  to 
measure  market  risk,  systems  have  been  designed 
which  project  probable  changes  in  market  factors  over 
a  predefined  holding  period  in  order  to  determine  the 
likelihood  of  specific  reductions  in  the  value  of  a  bank’s 
positions  (i.e.,  value-at-risk),  or  the  likelihood  of  specific 
reductions  in  the  bank’s  future  revenues  (i.e.,  earnings- 
at-risk).  (Note:  In  a  mark-to-market  accounting  environ¬ 
ment,  value-at-risk  and  earnings-at-risk  are  essentially 
equivalent  measures.)  Similarly,  measurement  systems 
have  been  designed  to  project  the  potential  credit 
exposure  over  the  term  of  a  transaction. 

While  the  methods  used  by  risk  measurement  systems 
are  similar,  banks  tend  to  employ  slightly  different 
market  and  mathematical  assumptions  in  their  mea¬ 
surements  based  on  their  experience,  their  portfolio 
construction,  and  theoretical  perspectives.  Such  dif¬ 
ferences  typically  reflect  differences  in  the  level  of 
technical  sophistication  among  institutions  or  genuine 
differences  of  opinion  about  the  underlying  nature  of 
financial  markets.  The  existence  of  these  differences, 
however,  tends  to  become  evident  only  when  market 
factors  experience  sudden  and  extreme  changes  —  in 
other  words,  when  a  tail  event  occurs.  This  is  because 
it  is  easy  to  disagree  about  something  that  we  know  so 
little  about.  That  is,  of  course,  until  it  occurs.  It  is 


important,  therefore,  that  banks  select,  monitor,  and 
adjust  their  assumptions  in  order  to  maintain  valid 
systems.  Among  the  most  common  assumptions  are 
the  length  of  the  historical  time  horizon  for  calibrating 
measurement  parameters,  the  degree  and  extent  of 
correlation  among  various  market  factors,  and  the 
length  of  position  liquidation  periods.  These  assump¬ 
tions  are  validated  at  inception  and  verified  thereafter 
by  independent  parties.  An  additional  layer  of  control 
is  added  through  bank  management’s  comparison  of 
actual  performance  versus  model  projections. 

For  many  banks  with  small  or  matched-book  trading 
operations,  the  cost  of  sophisticated  systems  that 
quantify  value-at-risk  on  a  consistent  basis  across  the 
organization  currently  may  outweigh  the  benefits  to  be 
achieved.  That  may  change  as  vendor  value-at-risk 
systems  are  developed.  As  a  result,  most  end-user 
banks,  and  some  major  banks,  measure  exposure  by 
setting  and  monitoring  compliance  against  notional  or 
par  limits.  These  can  be  used  to  control  the  type  of 
instrument,  maturity,  or  market  that  may  be  traded. 
Also,  most  banks  do  not  currently  have  true  “real-time” 
information  systems  for  their  global  trading  networks 
which  can  be  used  to  measure  intraday  exposures. 
However,  the  need  to  establish  real-time  measures  is 
largely  based  on  the  nature  of  the  bank’s  activities, 
historical  experience,  and  expectations  regarding  the 
future  volatility  in  a  certain  position  size,  tenor,  or 
market. 

Virtually  all  banks  supplement  these  risk  measurement 
and  control  mechanisms  with  both  risk  limits  and  loss 
control  limits  or  management  action  triggers.  A  loss 
control  limit  requires  specific  management  action  if  a 
defined  level  of  loss  is  approached  or  breached.  Ex¬ 
ceptions  may  require  that  a  position  be  closed  or  that 
an  additional  level  of  management  be  contacted  for 
approval  of  the  exposure.  In  many  cases,  limits  are 
established  to  foster  communication  rather  than  to  limit 
management’s  ability  to  maintain  a  position.  At  this 
point,  decisions  are  made  regarding  the  desirability  of 
maintaining  or  reducing  the  position.  As  a  conse¬ 
quence,  risk  measures  that  are  based  upon  the  effects 
of  statistically  simulated  market  changes  on  a  static 
portfolio  may  not  properly  capture  the  extent  to  which 
management  may  take  action  to  mitigate  potential  los¬ 
ses  before  they  materialize. 

The  precision  and  accuracy  of  risk  measurement 
methods,  and  the  timeliness  of  reports,  will  vary  ac¬ 
cording  to  the  types,  volumes,  and  the  riskiness  of  the 
activities  undertaken.  For  example,  most  of  the  larger 
trading  banks  currently  utilize  "near  real-time"  position 
and  scenario  information  covering  specific  traders, 
products,  and  geographic  locations.  In  contrast, 
managers  at  smaller  banks  with  considerably  less  turn- 
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over  and  less  complex  transactions  may  successfully 
measure  and  monitor  positions  by  physically  reviewing 
traders'  written  ledgers  and  daily  trade  summaries 
generated  by  the  operations  area. 

The  level  of  detail  required  for  effective  communication 
of  risk  levels,  profitability  results,  and  related  trends  will 
increase  as  the  business  focus  moves  from  senior 
management  to  the  specific  line  areas.  For  example, 
management  directly  responsible  for  a  trading  area 
should  receive  detailed  reports  with  adequate  informa¬ 
tion  to  assess  risk,  return,  and  the  ability  to  meet  stated 
business  objectives.  In  contrast,  information  provided 
to  senior  management  and  the  board  of  directors  at 
large  trading  banks  will  likely  illustrate  consolidated 
exposures,  trends,  compliance  with  policies  and  risk 
limits,  and  performance  compared  to  risk  assumed. 

A  critical  aspect  of  risk  measurement  and  reporting  is 
the  implementation  of  systems  that  provide  for  informa¬ 
tion  independent  of  trading  personnel.  The  valuation  of 
positions,  as  well  as  formal  reports  comparing  positions 
relative  to  policy  limits,  should  be  constructed  and 
validated  by  areas  that  are  not  associated  with  trading 
decisions.  This  speaks  to  the  need  to  ensure  that  the 
incentives  of  the  people  who  generate  the  data  are 
consistent  with  a  desire  to  see  the  accurate  reporting 
of  that  information.  This  is  a  fundamental  internal  control 
practice  that  should  not  be  compromised. 

In  sum,  risks  are  quantified  in  a  variety  of  ways.  Risks 
are  aggregated  at  many  different  levels  and  these 
measures  are  subjective  to  the  extent  that  they  are 
ultimately  based  upon  personal  judgment.  Information 
must  also  be  gathered  and  processed  with  diligence  to 
ensure  its  integrity.  In  short,  risk  measurement  is  as 
much  an  art  as  it  is  a  science. 


Conclusion 

Ultimately,  the  informational  issues  associated  with  the 
question,  “What  do  we  need  to  know  and  when  do  we 
need  to  know  it?"  speak  as  much  to  the  management 
of  information  and  how  it  is  used  as  to  the  specific 
information  items  themselves.  It  is  currently  popular  to 
call  for  more  information.  However,  more  does  not 
always  mean  better.  Regulators  have  always  had  ac¬ 
cess  to  bank-specific  information,  but  have  worked  to 
use  information  more  creatively  and  to  balance  their 
information  needs  against  the  costs  and  burdens  to  the 
institutions  providing  such  information. 

Nevertheless,  surveys  continue  to  show  that  the  prin¬ 
ciples  of  financial  disclosure  are  improving  as  institu¬ 
tions  are  finding  more  effective  means  of  providing 
information  while  protecting  proprietary  interests. 
Regulators,  too,  are  disseminating  more  information 
specifically  related  to  current  areas  of  public  interest 
(e.g.,  the  quarterly  derivatives  data  releases  from  the 
OCC).  Institutions  should  be  encouraged  to  go  beyond 
regulatory  filing  requirements  and  to  find  more  innova¬ 
tive  ways  of  disclosing  information  and  bank  manage¬ 
ment  should  take  it  upon  themselves  to  provide  high 
quality  information  to  help  demystify  current  discus¬ 
sions  about  trading  activities  and  derivatives.  Such 
information  should  be  both  quantitative  and  qualitative. 

The  public  outcry  for  more  information  has  been  framed 
by  debacles  where  one  party  had  superior  information. 
However,  many  of  those  situations  involved  fraud, 
which  is  related  to,  but  different  than  concerns  about 
risks  and  risk  management.  It  is  important  to  maintain 
perspective  when  answering  the  who,  the  why,  and  the 
what,  of  the  information  question. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  OCC 
Community  Development  Conference,  on  profitable  market  opportunities  in 
community  development  lending,  Arlington,  Virginia,  February  23,  1996 


Having  listened  to  our  panelists  over  the  last  day  and 
a  half,  I  think  two  things  should  be  clear  to  all  of  us.  We 
have  come  a  long  way  in  community  development 
lending,  achieving  some  truly  impressive  results  and 
demonstrating  that  community  development  is  good, 
sound  business.  But  it  has  also  become  evident  that 
there  are  still  many  profitable  market  opportunities  that 
are  yet  to  be  realized,  much  more  work  that  remains  to 
be  done  to  further  community  development’s  evolution 
and  extend  its  reach. 

Clearly,  for  community  development  lending  to  suc¬ 
ceed  in  this  country  today  and  in  the  future,  it  must  be 
safe,  sound  and  profitable.  The  potential  benefits  af¬ 
forded  banks  who  enter  this  young  market  have  already 
proven  worthwhile:  new  customers,  new  commercial 
opportunities,  and  the  stabilization  of  existing  assets. 
Those  are  the  quantifiable  benefits.  There  is  also  the 
enhanced  quality  of  life  in  the  neighborhoods  that  profit 
from  community  development  lending. 

Growth  and  good  business  is  a  process  of  recognizing 
and  adapting  to  change.  To  be  successful  in  the  com¬ 
ing  century,  banks  must  adapt  to  the  changing  face  of 
America,  both  in  terms  of  who  the  industry’s  new  cus¬ 
tomers  are  and  how  they  can  best  be  served  —  includ¬ 
ing,  importantly,  the  use  of  new  technologies. 

Today’s  intense  interest  in  community  development 
lending  and  investing  represents  just  the  latest  phase 
in  a  historical  trend  I  like  to  call  the  “democratization  of 
credit.”  It  is  and  has  been  the  direction  of  change  in  the 
banking  industry  since  the  birth  of  this  country.  I  would 
like  to  take  a  few  minutes  this  afternoon  to  first  discuss 
what  this  trend  has  meant  for  the  banking  industry  and 
the  national  economy,  and  then  talk  more  specifically 
about  how  it  affects  the  evolution  of  profitable  com¬ 
munity  development  lending. 

Fundamentally,  the  reason  credit  has  become  steadily 
more  democratized  in  this  country  is  that  innovations 
and  evolutions  in  the  technology  of  lending  have  al¬ 
lowed  the  banking  industry  to  expand  gradually  its 
understanding  of  who  is  creditworthy  and  what  markets 
are  profitable  opportunities.  Because  of  the  demo¬ 
cratization  of  credit,  yesterday’s  underserved  have  be¬ 
come  today’s  core  business  customers. 

We  often  fail  to  appreciate  that  the  average  American 
today  enjoys  access  to  credit  and  financial  services 
earlier  Americans  could  never  have  imagined.  Just 


consider  this  —  if  the  credit  terms  of  1776  still  applied 
in  today’s  Washington,  only  a  handful  of  people  would 
qualify  for  a  bank  loan.  Moreover,  those  who  would  be 
lucky  enough  to  warrant  credit  would  find  that  they  were 
expected  to  pay  back  the  loan  within  a  month  or  two. 

Even  125  years  ago,  it  was  still  anathema  for  national 
banks  to  make  home  mortgage  loans.  As  a  result,  the 
vast  majority  of  home  as  well  as  agricultural  loans  were 
obtained  privately,  if  they  could  be  obtained  at  all.  A 
survey  of  the  time,  for  instance,  found  that  of  the  more 
than  $7  billion  in  mortgages  outstanding  in  the  United 
States,  three  out  of  four  were  held  by  individual  inves¬ 
tors. 

Further,  before  World  War  I,  and  even  for  a  number  of 
years  thereafter,  consumer  lending  was  viewed  as  dis¬ 
reputable,  and  those  who  sought  such  loans  were 
frequently  seen  in  a  similar  light.  Not  surprisingly,  loan 
sharks  and  pawnshops  were  the  main  source  of  con¬ 
sumer  credit  —  often  on  extortionate  terms.  But  that 
was  before  American  consumers  proved  their  credit- 
worthiness,  particularly  during  the  lean  years  of  this 
century. 

As  it  turned  out,  expanded  portfolios  of  consumer  loans 
were  both  good  business  as  well  as  good  public  policy. 
And  to  the  surprise  of  most  financial  experts  of  the  time, 
consumer  installment  loans  outperformed  business 
loans  during  the  Great  Depression.  Interesting,  isn’t  it, 
that  a  market  deemed  risky  and  considered  untouch¬ 
able  proved  not  only  to  be  profitable,  but  became  a  vital 
market. 

In  the  wake  of  the  Depression  and  World  War  II,  credit 
continued  to  democratize  as  consumers  saw  other 
innovations  that  expanded  credit’s  reach.  A  federally 
initiated  secondary  market  for  housing  loans  not  only 
increased  the  quality  of  housing  in  the  country  and 
provided  a  boon  to  the  construction  industry,  but  also 
helped  banks  obtain  greater  retail  experience  and  en¬ 
couraged  them  to  expand  their  offerings  of  other  con¬ 
sumer  financial  products.  And  as  consumer  lending 
became  more  widespread,  innovation  in  this  area  ac¬ 
celerated  and  loan  pricing  became  more  competitive. 

One  of  the  greatest  leaps  forward  in  the  democratization 
of  credit  was  something  that  we  all  take  for  granted  today 
—  but  was  quite  revolutionary  in  its  time  —  the  auto  loan. 
When  our  grandparents  started  to  drive,  very  few  institu¬ 
tions  would  lend  them  the  funds  to  purchase  a  car. 
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In  fact,  a  few  months  ago,  a  banker  from  Illinois  told  me 
that  his  father  was  one  of  the  first  bankers  in  the  United 
States  to  make  auto  loans.  Our  examiners,  along  with 
many  in  the  public,  gave  his  dad  a  hard  time,  question¬ 
ing  his  business  sense  and  suggesting  that  auto  lend¬ 
ing  was  unacceptably  risky. 

Fortunately,  that  did  not  dissuade  this  banker  from 
offering  auto  loans,  and  very  quickly  others  joined  him 
in  serving  this  market.  Between  1930  and  1940,  auto 
loans  outstanding  for  U.S.  commercial  banks  increased 
from  $40  million  to  over  $600  million,  to  the  benefit  of 
consumers,  the  auto  industry,  and,  of  course,  banks. 

In  the  second  half  of  the  twentieth  century,  the 
democratization  of  credit  has  brought  us  credit  cards, 
enabling  consumers  to  use  revolving  credit  without 
collateral.  The  growth  of  this  market  alone  has  been 
staggering.  Beginning  with  cards  that  could  be  used 
initially  to  charge  not  much  more  than  restaurant  meals, 
in  just  a  few  decades  —  within  the  lifespan  of  probably 
most  of  us  here  today  —  the  product  has  evolved  to 
include  national  and  international  bank  credit  cards 
used  to  purchase  products  and  services  all  over  the 
world.  In  1954,  for  example,  only  41  banks  in  the 
country  offered  their  customers  charge  cards  and 
fewer  than  500,000  consumers  used  this  product. 
Twenty  years  later,  credit  cards  were  used  to  finance 
$13  billion  worth  of  business  annually  in  the  U.S.  By 
1 984,  over  half  of  all  families  in  the  United  States  —  42 
million  households  —  had  at  least  one  credit  card 
account,  3,000  financial  institutions  offered  them,  and 
over  two  million  merchants  worldwide  accepted  them. 

The  democratization  of  credit  is  the  story  of  once-novel, 
revolutionary  ways  of  extending  credit  becoming  part 
of  the  mainstream.  Because  of  it,  today’s  home  buyers 
have  a  menu  of  mortgage  options  that  includes 
products  such  as  adjustable-rate  mortgages,  balloons, 
and  home  equity  loans  —  credit  options  that  provide 
choices  to  homeowners  with  varied  needs  and  diverse 
financial  backgrounds. 

This  democratization  of  credit,  truly  dramatic  when 
considered  as  a  historic  trend,  did  not  happen  all  at 
once  Rather,  it  has  been  a  series  of  advances  and 
innovations  made  possible  because  someone  or  some 
company  pushed  the  boundaries  of  conventional  wis¬ 
dom  and  found  new  ways  to  reach  new  borrowers. 
Economic  opportunity  was  extended  because  there 
was  a  vision  and  a  determination  to  find  profitable 
opportunities  where  others  had  failed  or  feared  to  tread. 

Community  development  lending  and  investing  con¬ 
tinues  this  trend  of  extending  credit  and  developing 
new  profitable  markets  through  innovation  I  think  the 
most  dramatic  evidence  of  the  progress  we  have  wit¬ 


nessed  is  reflected  in  the  most  recent  Home  Mortgage 
Disclosure  Act  (HMDA)  data.  The  numbers  demon¬ 
strate  an  industry  —  and  a  country  —  rising  to  the 
challenge  of  expanding  access  to  credit.  Between 
1993  and  1994  alone,  the  last  year  for  which  we  have 
data,  there  was  a  27  percent  increase  in  conventional 
home  purchase  loans  to  low-income  households. 
Loans  to  African-American  families  rose  55  percent, 
and  mortgages  made  to  Hispanic-American  families 
made  a  42  percent  jump. 

That’s  significant,  particularly  at  a  time  when  the  market 
as  a  whole  was  growing  at  about  18  percent,  and 
provides  further  evidence  that  the  standard  profile  of  a 
typical  financial  institution’s  customer  is  changing. 

You,  the  banking  industry  and  community  leaders, 
made  that  possible,  and  you  have  a  right  to  be  extreme¬ 
ly  proud  of  this  achievement.  In  addition  to  improved 
HMDA  results,  national  bank  investment  in  community 
development  corporations  and  CDC  projects  has 
quadrupled  in  less  than  four  years.  Last  year,  national 
banks  made  more  than  $400  million  in  community 
development  investments.  When  leveraged  with  addi¬ 
tional  private  and  public  resources,  new  community 
development  investments  exceed  $1.5  billion  in  1995. 
Moreover,  within  the  last  three  years  alone,  banks  have 
committed  nearly  $100  billion  in  loans  and  investments 
to  low  and  moderate  income  neighborhoods.  Let  me 
repeat  —  $100  billion. 

Community  development  banks  and  loan  consortia 
have  been  developed  across  the  country,  and  new 
products  and  services  are  implemented  every  month: 
low-down-payment  mortgages;  housing  counseling 
programs;  creative  underwriting  techniques;  home 
ownership  programs  such  as  mutual  housing; 
microfinance  programs  for  small  businesses;  and  ex¬ 
panded  partnerships  that  bring  together  new  players 
from  the  public  and  nonprofit  sectors. 

All  of  this  has  helped  to  democratize  credit.  In  the  past, 
the  democratization  of  credit  helped  create  the 
American  middle  class,  fueled  economic  expansion, 
and  enabled  the  housing,  manufacturing,  and  retail 
industries  to  prosper  because  consumers  were  ready, 
willing,  and  able  to  buy  their  products.  Now,  we  are 
seeing  the  impact  of  this  process  on  lower-income 
Americans  and  in  urban  communities.  And  I  believe  its 
effect  will  be  similarly  transforming. 

But  this  will  only  happen  if  the  credit  process  continues 
to  blend  innovation  with  responsibility.  For  banks,  that 
means  devising  sound,  innovative  programs  and  finan¬ 
cial  instruments  that  will  strengthen  both  the  bottom 
lines  and  the  communities  you  serve.  Banks  must  con¬ 
tinue  to  keep  a  keen  eye  on  safety  and  soundness  and 
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profitability,  because  we  all  know  that  those  are  the  keys 
to  long-term,  sustainable  community  development 
credit.  If  we  give  easy  credit  not  based  on  sound 
banking  principles,  the  scars  it  leaves  in  its  wake  are 
just  as  devastating  for  a  community  and  a  family  as  too 
little  credit. 

For  regulators,  that  means  continuing  to  insist  on  safe 
and  sound  practices,  but  at  the  same  time  being 
thoughtful  and  open  to  new  ideas  and  new  innovations 
that  permit  additional  individuals  and  additional  busi¬ 
nesses  to  safely  participate  in  the  credit  process.  To 
increase  the  OCC’s  support  for  the  industry’s  com¬ 
munity  development  initiatives,  we  recently  hired  dis¬ 
trict  community  development  specialists  in  each  of  our 
district  offices. 

These  specialists  will  serve  as  a  resource  for  bankers 
and  their  community  partners  as  they  strive  to  imple¬ 
ment  profitable  community  development  lending  and 
investment  programs.  We  also  have  begun  a  best 
practices  program  to  identify  common  characteristics 
of  quality  community  development  lending  and  share 
this  insight  with  the  banks  we  supervise. 

And  finally,  for  community  institutions,  it  means  continu¬ 
ing  to  professionalize  the  partnerships  that  have  proved 
so  important  to  making  community  development 
profitable. 

How  do  we  rise  to  these  challenges  as  an  industry,  as 
regulators,  as  community  institutions  and  as  a  society? 

I  am  hopeful  that  conferences  like  this  one  will  help. 
While  today’s  challenges  are  different,  the  fundamen¬ 
tals  are  essentially  the  same:  innovation,  safety  and 
soundness,  long-term  profitability,  and  responsible 
partnerships. 

Having  said  this,  there  is  one  important  new  tool  in 
community  development  lending  that  we  must  take 
advantage  of  —  powerful  technologies  and  telecom¬ 
munications  that  earlier  generations  did  not  have  at 
their  disposal.  While  infant  technologies  spawned  ad¬ 
vances  like  credit  cards,  the  power  of  today’s  technol¬ 
ogy  surpasses  anything  that  existed  just  a  few  years 
ago. 

Now  I  realize  that  there  are  those  who  are  concerned 
about  the  rapid  introduction  of  technology  into  banking 
and  finance.  But  let  me  make  several  points,  which, 
though  they  will  not  allay  all  fears,  will,  I  hope,  allay 
some  of  them,  and  will  also  put  this  subject  in  some 
perspective. 

First,  technological  change  is  a  fact  of  life.  And  while 
the  pace  of  change  may  be  faster  than  ever,  people 
have  always  lived  with  technological  change.  Trying  to 


stop  it  is  somewhat  akin  to  old  King  Canute  trying  to 
push  back  the  seas.  And  although  I  am  sure  some  will 
disagree  with  me,  my  own  view  is  that  we  should  not 
want  to  stop  it.  Change  in  the  technology  of  lending, 
after  all,  has  a  lot  to  do  with  the  fact  that  so  many  of  us 
here  today  and  throughout  America  own  homes  and 
cars.  You  cannot  separate  the  democratization  of  credit 
from  the  technology  of  banking. 

Second,  on  the  question  of  whether  technological 
change  will  exacerbate  access  to  credit  inequalities,  let 
me  say  this.  To  be  sure,  the  potential  exists  for  some 
portions  of  our  society  to  move  even  farther  outside  the 
financial  system  than  they  are  today  as  technology 
advances.  But  advances  in  technology  also  bring  with 
them  the  potential  to  move  people  into  the  financial 
system.  One  thing  is  clear.  This  country  has  a  long 
history  of  concern  about  access  to  the  financial  system 
for  low-  and  moderate-income  citizens.  That  concern 
has  survived  a  lot  of  evolution  in  the  technology  of 
banking  already.  I  expect  it  to  survive  the  next  round  of 
evolution  as  well.  Working  together,  I  am  confident  that 
we  will  find  a  way  to  ensure  that  access  to  the  banking 
system  continues  to  expand.  As  Secretary  Cisneros  so 
eloquently  put  it  yesterday,  we  will,  because  we  have 
to. 

Third,  although  technological  change  presents  com¬ 
munity  development  with  new  challenges,  it  also 
presents  it  with  new  opportunities.  Putting  a  brick  and 
mortar  branch  in  a  low-  to  moderate-income  neighbor¬ 
hood  is  expensive.  It  can  cost  millions  of  dollars.  But 
most  people,  even  low-  and  moderate-income 
Americans,  have  telephones.  And  new  technologies 
will  allow  people  to  bank,  and  indeed  even  obtain 
electronic  money,  wherever  there  is  a  telephone.  And 
let  me  be  clear,  the  use  of  telecommunications  has  the 
potential  to  go  way  beyond  the  telephone  banking  of 
today.  At  yesterday’s  session  on  alternative  delivery 
systems  and  community  development,  we  caught  a 
glimpse  of  ways  new  technologies  can  be  used  to 
originate  loans  with  laptop  computers  and  to  bring 
traditional  banking  services  more  efficiently  to  low-  and 
moderate-income  consumers  and  neighborhoods. 

Moreover,  the  cost  of  new  technologies  will  continue  to 
decrease  in  the  foreseeable  future.  What  may  seem 
prohibitively  expensive  now,  is  likely  to  prove  quite 
affordable  in  the  reasonably  near  future.  Just  remember 
the  cost  of  computing  has  been  halving  every  18 
months  for  the  last  20  years,  and  there  is  no  end  in  sight. 

In  addition,  we  all  know  that  one  of  the  challenges  to 
community  development  lending  is  scale.  CD  loans  are 
smaller,  and  typically,  with  conventional  technology, 
more  costly  to  make.  But  technology  has  a  way  of 
driving  down  unit  costs.  The  costs  of  applications, 
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lending  documents,  even  disbursement  can  all  be 
reduced  through  the  use  of  technology  and  that  should 
benefit  smaller  loans. 

Finally,  think  of  the  important  advisory  component  of  CD 
lending.  Computer  technology  potentially  offers  a  lower 
cost,  higher  quality  way  of  providing  advisory  services. 
And  I  do  not  just  mean  in  written  form.  These  tech¬ 
nologies  even  now  can  provide  voice-based  services. 
In  the  fairly  near  future,  there  will  be  interactive  voice- 
based  systems  that  will  provide  access  to  expert  ad¬ 
vice  at  genuinely  modest  cost. 

To  be  sure,  these  new  technologies  do  present  challen¬ 
ges.  It  will  take  effort  and  focus  to  translate  the  potential 
benefits  of  the  new  technologies  into  realities.  And  there 
are  potential  consumer  issues  that  will  in  the  end  have 
to  be  addressed.  But  I  am  rather  hopeful  that  these 
problems  will  be  addressed  and  that  banks,  community 
leaders,  and  government  will  in  the  end  use  these 
technologies  to  enhance  access  to  credit  and  com¬ 
munity  development  lending  opportunities. 


And  it  is  not  just  with  respect  to  the  benefits  of  tech¬ 
nological  change  that  I  am  hopeful. 

Community  development  lending  does  present  all  of  us 
with  many  challenges  ...  challenges  to  continue  to 
innovate,  challenges  to  continue  to  keep  this  lending 
safe  and  sound  and  profitable,  and  challenges  to  have 
technology  work  with  the  process,  not  against  it.  But  as 
I  noted  earlier,  community  development  lending  is  part 
of  the  democratization  of  credit  process,  a  fundamen¬ 
tally  American  process,  a  process  that  is  as  much  about 
our  democracy,  and  our  American  spirit,  as  it  is  about 
banking. 

Every  generation  of  Americans,  from  our  founding 
fathers  forward  has  risen  to  this  challenge.  So  far,  this 
generation  of  Americans  —  this  generation  of  bankers 
and  community  leaders  —  has  risen  to  the  challenge. 
And,  I  am  confident,  as  I  hear  our  speakers  at  this 
conference  and  as  I  look  out  at  this  audience,  that  we 
will  continue  to  meet  the  challenges  for  this  and  for 
future  generations. 
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At  the  core  of  financial  modernization  and  contem¬ 
porary  regulation  are  the  two  issues  I  would  like  to  talk 
about  today:  the  impact  of  technology  and  the  impor¬ 
tance  of  international  cooperation  among  the  world’s 
financial  regulators. 

Too  often,  when  we  think  about  financial  modernization 
in  the  United  States,  we  think  narrowly,  in  terms  driven 
by  legislative  proposals  advanced  to  correct  historical 
inequities,  rather  than  with  an  eye  on  the  industry  as  it 
looks  today  and  where  it  should  be  headed  in  the  future. 
But  today,  the  banking  industry,  its  regulators  and  finan¬ 
cial  services  policy  makers  must  think  about  financial 
services  modernization  in  broader  terms  than  we  have 
in  the  past.  Because  in  focusing  narrowly  on  subjects 
such  as  Glass-Steagall  reform,  as  we  have  here  in  the 
United  States  in  recent  months,  we  are  missing  the 
more  compelling  public  policy  questions  that  we  must 
address  and  answer  if  we  are  to  truly  modernize  our 
financial  system  for  the  coming  century. 

What  we  should  be  doing  is  vigorously  addressing  the 
new  realities  of  a  new  environment  —  an  environment 
being  shaped  by  technology.  Technology,  what  Alvin 
Toffler  has  called  “that  great  growling  engine  of 
change,"  has  changed  the  nature  of  banking  and  finan¬ 
cial  services  and  is  changing  the  way  consumers  pur¬ 
chase  goods  and  services  of  all  types.  The  financial 
modernization  issues  of  today  and  tomorrow  will  flow 
from  this  technological  revolution  in  financial  services. 
And  I  am  convinced  that  our  ability  to  bring  banking 
and  financial  services  into  the  21st  century  will  deter¬ 
mine  how  fast  and  effectively  we  realize  technology’s 
untapped  potential  to  fuel  economic  opportunity  for 
businesses  and  consumers. 

Just  think  of  the  pace  of  innovation  we  have  seen  since 
we  began  our  careers.  We  have  seen  the  cost  of 
computing  power  cut  in  half  every  1 8  months  —  or,  put 
another  way,  we  can  buy  double  the  computer  power 
for  the  same  money  every  year  and  a  half.  We  have 
seen  personal  computers  with  floppy  disks  holding 
180,000  bites  of  information  replaced  with  today’s 
standard  CD-ROMs  holding  over  half  a  billion  bites  — 
on  disks  the  same  size. 

We  have  seen  the  Internet  and  the  World  Wide  Web 
become  the  phenomena  they  are  today  —  technologi¬ 
cal  advances  that  rival  the  advent  of  the  telephone.  The 
Internet’s  reach  grows  with  each  passing  day.  In  the 
next  five  years,  media  and  telecommunications  com¬ 


panies  plan  to  invest  upwards  of  $70  billion  to  bring  a 
truly  customer-friendly  Internet  to  millions  of  house¬ 
holds. 

Just  last  week,  Motorola  and  Sun  Microsystems  an¬ 
nounced  plans  to  build  high-speed  Internet  access  for 
home  use.  And  on  the  same  day,  Oracle  Computers 
gave  the  first  public  demonstration  of  their  network 
computer.  These  appliance-like  machines  would  plug 
into  the  Internet  to  get  their  computing  power,  and 
would  be  considerably  less  expensive  than  personal 
computers.  Other  devices  on  the  drawing  board  in¬ 
clude  TV  set-top  decoders  and  hand-held  devices  that 
would  draw  their  appeal  from  connecting  directly  to  the 
Internet,  and  further  expanding  its  access  and  in¬ 
fluence. 

Ultimately,  the  success  of  these  innovations  will  depend 
on  the  services  they  can  tap  and  the  opportunities  they 
afford  the  consumer.  And  while  it  can  sometimes  be 
difficult  to  separate  the  hype  from  the  reality,  it  seems 
clear  that  significant  market  potential  is  there.  Already, 
nearly  every  Fortune  500  corporation  is  connected  to 
the  Internet,  and  85  percent  of  companies  with  sales  of 
$300  million  or  less  are  developing  connections.  By  one 
estimate,  there  will  be  200  million  Internet  users  by  the 
year  2000. 

For  bankers,  technology  means  more  than  an  avenue 
to  potential  customers.  Totally  electronic  trading,  e- 
money,  a  paperless  payments  system,  vastly  more 
sophisticated  risk  pricing  and  risk  control  models  are 
all  on  the  horizon.  And  as  with  the  Internet,  we  are  only 
just  beginning  to  imagine  the  possibilities. 

Technology  has  also  proved  to  be  a  great  leveler  in  the 
financial  services  arena,  blurring  the  distinctions  be¬ 
tween  the  products  and  producers  of  financial  services, 
and  unleashing  intense  global  competition  between 
other  banks  and  other  nonbank  financial  institutions. 
The  extent  of  that  leveling  is  apparent  when  one  con¬ 
siders  the  contestants  in  the  current  gold  rush  to 
develop  electronic  money  and  payment  technologies. 
Scores  of  nonbanks  are  prominent  in  this  race  —  in¬ 
cluding  software  producers  and  telecommunications 
firms. 

Right  now,  a  number  of  firms  are  racing  to  bring  sophis¬ 
ticated  stored  value  cards  to  market  here  in  the  United 
States  and  elsewhere.  These  cards  could  be  used  to 
purchase  goods  or  services  in  both  the  marketplace 
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and  the  market  space  of  the  Internet.  There  is  little 
doubt  that  electronic  commerce  will  grow  rapidly  and 
new  payment  technologies  will  emerge  with  that 
growth.  This  reality  raises  the  prospect  of  nonbank 
issuance  of  stored  value  cards  and  poses  public  policy 
questions  of  considerable  significance. 

Let  me  offer  but  one  example.  Imagine,  if  you  will,  a 
country  where  there  are  no  restrictions  on  what  kinds  of 
firms  can  issue  stored  value  cards.  In  such  a  country, 
buyers  and  merchants  discover  too  late  and  to  their 
dismay  that  some  issuers  disappear  as  soon  as  sales 
reach  a  few  hundred  thousand  dollars.  Some  mer¬ 
chants  begin  to  discriminate  against  card  issuers, 
taking  off  more  than  the  cost  of  goods  purchased  to 
compensate  for  the  risk  of  loss.  Other  merchants  refuse 
to  accept  cards  from  issuers  they  do  not  recognize. 
Honest  issuers  find  exact  copies  of  their  cards  circulat¬ 
ing  freely  and  face  huge  losses.  The  growth  of  com¬ 
merce  slows.  It  is  not  long  before  consumers  and 
merchants  begin  searching  for  a  more  reliable  medium 
of  exchange. 

We  have  already  seen  a  country  like  that.  Instead  of 
stored  value  cards,  think  of  bank  notes  —  and  you  have 
the  United  States  from  1830  to  1863,  when  Congress 
finally  created  my  office,  the  Office  of  the  Comptroller 
of  the  Currency,  to  charter  national  banks  to  issue 
national  bank  notes.  And  the  world  of  stored  value 
cards  could  be  even  more  complicated  than  the  world 
of  the  mid-1800s,  because  there  is  no  guarantee  that 
technical  glitches  will  not  also  short-change  consumers 
or  merchants,  despite  the  best  efforts  of  honest  issuers. 
Clearly,  policy  makers  and  bankers  should  carefully 
consider  the  implications  of  nonbank  participation  in 
electronic  money  and  payments  systems. 

Now,  in  addition  to  the  payments  systems,  technology 
also  touches  the  issue  of  geography.  Technology  is 
making  geographic  borders  less  and  less  important  in 
the  provision  of  financial  services  and  making  coopera¬ 
tion  more  and  more  critical  to  supervision  and  the  task 
of  ensuring  safety  and  soundness.  That  is  true  both 
domestically  and  internationally. 

Imagine  a  world  in  which  the  Internet  has  nearly  com¬ 
pleted  the  erosion  of  national  boundaries  as  obstacles 
to  international  flows  of  capital.  Let’s  say,  hypothetically, 
that  one  of  our  significant  trading  partners  accuses  a 
U  S  bank  of  violating  its  laws  and  insists  that  the  bank 
no  longer  offer  financial  services  within  its  borders.  The 
U  S  government  wants  the  bank  to  comply,  and  the 
bank  agrees  to  comply.  But  from  a  realistic  standpoint, 
/'/hat  can  the  bank  do7  How  does  it  hermetically  seal 
off  the  offended  country  from  the  rest  of  its  customers 
in  every  other  country  that  the  bank  serves  over  the 
Internet7  We  are  fast  moving  inta  a  world  where  joint 


ventures  are  the  reality,  where  trade  and  finance  are  so 
interconnected  that  it  may  be  virtually  impossible  for  a 
bank  to  guarantee  it  will  not  provide  financial  services 
to  businesses  and  individuals  in  a  particular  country. 

The  shrinking  of  the  globe  from  a  practical,  commercial 
and  financial  perspective  is  also  giving  rise  to  very 
important  issues  domestically  in  the  United  States. 
Since  our  inception,  the  United  States  has  been  com¬ 
mitted  to  a  legal  infrastructure  that  ties  the  activities  of 
all  manner  of  banks  closely  to  state  laws.  Even  national 
banks  draw  many  of  their  authorities  from  state  laws. 
But  technology  has  put  this  legal  infrastructure  under 
increasing  strain.  For  example,  who  should  we  say  has 
jurisdiction  over  a  loan  issued  by  a  depository  institu¬ 
tion  with  offices  in  State  A  to  a  consumer  in  State  B  who 
applies  for  the  loan  through  a  Web  site  maintained  on 
a  server  in  State  C  ...  or  Country  C  for  that  matter? 

Yet  another  implication  of  the  technological  revolution 
and  the  shrinking  globe  is  its  impact  on  safety  and 
soundness  supervision.  Today,  none  of  the  world’s 
financial  regulators  can  operate  in  a  vacuum.  We  live 
in  an  age  when  technology  links  international  markets 
and  our  financial  institutions,  at  a  time  when  we  are 
frequently  reminded  that  a  financial  event  in  one 
country  has  immediate  impact  on  markets  around  the 
world.  As  a  result,  regulators  are  responsible  —  not  just 
for  maintaining  public  confidence  in  financial  systems 
in  our  home  countries  —  but  for  helping  to  ensure  the 
safety  and  soundness  of  the  world’s  financial  system. 

I  am  convinced  that  all  regulators  today  share  a  com¬ 
mon  concern  that  spans  geographical  boundaries  and 
transcends  cultural  barriers.  All  of  us  speak  the  shared 
language  of  safety  and  soundness. 

In  the  past  decade,  we  have  seen  a  strengthening 
union  of  the  world’s  regulatory  community  and  an  en¬ 
hanced  understanding  of  the  importance  of  sharing 
information  with  one  another.  Certainly  Barings  and 
Daiwa  reminded  us  all  that  there  is  room  for  improve¬ 
ment  in  the  state  of  international  cooperation  between 
banking  regulators. 

But  it  is  important  to  remember  that  we  have  seen  a 
number  of  successful  international  efforts  in  recent 
years  —  efforts  made,  not  in  the  wake  of  crises,  but  in 
proactive  attempts  to  make  international  markets  work 
more  efficiently. 

The  Basle  Committee,  on  which  I  have  been  proud  to 
sit  ever  since  I  became  Comptroller,  was  formed  follow¬ 
ing  the  failure  of  Germany’s  Herstatt  Bank  in  1974.  But 
over  the  past  20  years,  this  committee  has  become  an 
invaluable  forum  for  the  international  regulatory  com¬ 
munity  to  address  immediate  and  emerging  issues. 
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Originally  designed  primarily  for  sharing  information, 
the  committee’s  role  has  evolved  considerably  beyond 
its  original  mission. 

Today,  because  the  world’s  banks  and  financial  institu¬ 
tions  are  so  closely  connected  and  their  actions  so 
interrelated,  the  committee’s  focus  includes  developing 
common  supervisory  standards  through  sharing  “best 
practices”  papers  and  developing  standards  of  prac¬ 
tice  —  in  capital,  for  example  —  to  which  member 
nations  have  voluntarily  agreed  to  adhere. 

But  as  constructive  as  the  Basle  Committee  is,  I  believe 
supervisors  must  take  other  steps  to  share  information 
about  financial  developments  in  their  own  markets. 
During  the  past  year,  with  respect  to  e-money  and 
electronic  banking,  for  example,  OCC  officials  have 
had  face-to-face  meetings  with  supervisors  in  France, 
the  UK,  Germany,  Denmark,  Finland,  Belgium,  and 
other  countries. 

We  have  discussed  how  e-money  systems  are  evolving 
in  individual  markets  and  the  major  policy  issues  that 
supervisors  are  working  on.  In  this  area,  as  with  sharing 
supervisory  best  practices,  our  shared  objective  is  how 
to  best  ensure  the  evolution  of  a  safe  and  sound  market 
without  impeding  private  sector  efforts  to  use  this  new 
technology  to  benefit  businesses  and  consumers 
worldwide. 

Technology  has  truly  changed  the  nature  of  banking 
and  financial  services  around  the  globe.  It  has  made 
geography  increasingly  less  important  and  has  made 
international  cooperation  increasingly  more  important. 
So  as  I  think  about  the  broad  issue  of  financial  modern¬ 


ization  here  in  Washington,  I  am  convinced  the  objec¬ 
tive  should  be  the  same  as  the  one  I  share  with  my 
peers  in  the  international  regulatory  community  —  to 
ensure  safety  and  soundness  without  impeding  innova¬ 
tion  and  competition. 

And  that  applies  not  only  to  questions  of  electronic 
commerce,  but  also  to  the  questions  of  the  structure  of 
financial  institutions  and  the  products  and  services  they 
provide.  We  can  indeed,  learn  a  great  deal  from  work¬ 
ing  together,  and  as  I  have  talked  with  other  supervisors 
and  observed  financial  systems  in  other  countries,  it  is 
clear  that  what  matters  most  is  not  what  particular 
products  or  services  financial  institutions  offer  or  how 
those  institutions  are  structured.  What  matters  is  how 
well  institutions  identify  risks  in  their  operations  and  the 
effectiveness  of  their  internal  controls  in  managing  that 
risk. 

The  goal  of  financial  modernization  must  be  to  provide 
effective,  low-cost  delivery  of  today’s  array  of  financial 
services  and  products  in  a  way  that  minimizes  risk  to 
the  consumer  and  taxpayer.  To  that  end,  government's 
primary  role  should  be  in  ensuring  that  financial  institu¬ 
tions  are  controlling  risk  to  protect  the  institutions,  the 
consumer  and  the  taxpayer  —  not  to  dictate  basic 
business  decisions  such  as  how  to  organize  or  what 
products  to  provide  the  public. 

I  am  confident  that  working  together  —  and  taking 
technology’s  impact  and  our  changing,  shrinking  world 
into  account  —  we  can  have  both  a  safe  and  sound 
financial  services  industry  and  one  that  is  increasingly 
vibrant  and  capable  of  serving  our  economies,  busi¬ 
nesses,  and  citizens. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Independent  Bankers  Association  of  America,  on  competitiveness  and 
burden  reduction,  Las  Vegas,  Nevada,  March  5,  1996 


It  is  always  a  delight  to  attend  the  IBAA  annual  conven¬ 
tion.  I  have  long  felt  an  affinity  for  the  type  of  institutions 
you  represent  and  the  communities  you  serve.  Like 
many  of  you,  I  grew  up  in  a  small  town.  In  our  town,  the 
bank  was  the  center  of  commerce  and  finance,  the 
primary  provider  of  capital  and  opportunity,  the  source 
of  values  like  thrift  and  saving,  and  a  major  contributor 
to  civic  well-being.  And  so  I  feel  privileged  to  join  you 
once  again  as  Comptroller  of  the  Currency,  because  I 
know  that  my  office’s  supervision  and  support  of  your 
banks  have  positive  repercussions  in  towns  and  com¬ 
munities  across  the  country. 

For  the  past  three  years,  the  Office  of  the  Comptroller 
of  the  Currency  has  been  focused  on  four  key  priorities: 

•  Improving  the  safety  and  soundness  of  the 
banking  system. 

•  Increasing  the  OCC's  efficiency  and  effective¬ 
ness  to  reduce  burden. 

•  Enhancing  the  ability  of  banks  to  compete  in 
the  financial  services  marketplace. 

•  Ensuring  equal  access  to  credit  and  other 
banking  services  for  all  Americans. 

I  want  to  use  my  opening  remarks  today  to  discuss  two 
of  those  priorities:  competitiveness  and  burden  reduc¬ 
tion.  Banks  of  all  sizes  operate  in  a  challenging  environ¬ 
ment  in  the  1990s.  Your  traditional  deposit  and  credit 
business  is  under  siege  from  the  capital  markets,  and 
from  a  host  of  competitors  such  as  credit  unions.  These 
increasingly  aggressive  competitors  are  not  restricted 
or  regulated  like  banks.  And  all  of  this  is  made  more 
difficult  by  the  march  of  technology.  In  this  competitive, 
quickly  changing  environment,  fee  income  from  a 
broad  range  of  business  opportunities  is  critical  to  the 
continued  safety  and  soundness  of  your  banks  and  the 
banking  system  as  a  whole. 

That  is  why  since  my  first  days  as  Comptroller,  I  have 
been  telling  anyone  who  will  listen  —  and  even  some 
who  won’t  -  that  it  makes  absolutely  no  sense  to  deny 
banks  the  opportunity  to  sell  insurance. 

Allowing  banks  to  sell  insurance  promotes  safety  and 
soundness  in  the  banking  system.  As  the  banking 
industry  grows  ever  more  competitive,  many  banks  are 
looking  for  low  risk,  profitable  activities.  If  our  legal 


system  precludes  banks  from  engaging  in  safe  and 
sound  activities  like  selling  insurance,  and  limits  them 
instead  to  rather  narrow  —  and,  I  would  add,  eroding 
—  lines  of  business,  the  inevitable  result  is  that 
America’s  banks  will  take  on  more  risk  than  would 
otherwise  be  the  case.  That  result  is  obviously  counter 
to  the  banking  system’s  best  interests  and  contrary  to 
the  safety  and  soundness  of  the  system.  Selling  in¬ 
surance  is  not  risky  business,  but  the  issue  has  proved 
to  be  dicey  politics. 

However,  when  you  scratch  beneath  the  veneer  of 
politics  and  get  to  the  essence  of  this  debate,  it  is  really 
about  the  free  market  and  its  ability  to  provide  goods 
and  services  in  the  most  efficient  way  possible.  I  feel 
strongly,  as  I  believe  most  Americans  do,  that  the  free 
market,  like  other  American  freedoms,  should  be 
restrained  only  where  there  is  a  compelling  public 
policy  reason  to  do  so.  Wherever  we  constrain  the 
market,  our  economy  becomes  less  efficient,  innova¬ 
tion  is  stifled  —  and  businesses  and  consumers  suffer. 

Most  Americans  still  cannot  take  full  advantage  of  the 
banking  industry’s  financial  expertise  and  convenience 
to  buy  insurance.  And  there  is  good  reason  to  believe 
Americans  want  the  opportunity  to  buy  insurance  from 
banks.  In  fact,  the  Consumer  Federation  of  America  is 
on  record  stating  that  bank  participation  in  selling  in¬ 
surance  could  be  a  “boon”  to  consumers. 

It  defies  logic.  Here  we  have  an  industry  —  the 
American  banking  industry  —  that  has  met  high  stand¬ 
ards  of  integrity,  safety  and  soundness.  It  is  an  industry 
that,  to  ensure  these  standards,  is  carefully  regulated. 
Further,  the  banking  industry  is  composed  of  institu¬ 
tions  that  have  repeatedly  been  there  for  their  com¬ 
munities,  stepping  up  to  the  plate  to  support  local 
needs  time  and  time  again.  It  is  even  an  industry  that 
is  now  being  asked  to  pay  for  the  past  troubles  of  its 
competitors. 

And  how  are  you  thanked?  You  are  denied  business 
opportunities  —  business  opportunities  that  are  safe 
and  sound.  And  restricting  you  from  these  opportunities 
runs  counter  to  the  best  interests  of  the  economy  and 
the  American  consumer. 

Now,  as  many  of  you  know,  the  Supreme  Court  heard 
the  Barnett  case  a  few  weeks  ago.  This  case  involves 
a  bank  in  Florida  that  bought  an  insurance  agency  in  a 
town  of  less  than  5,000  residents  permissible  under 
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the  National  Bank  Act.  Last  January,  an  appeals  court 
in  Florida  ruled  that  under  the  McCarran-Ferguson  Act, 
state  law  supersedes  federal  banking  law  and  upheld 
a  Florida  law  that  prohibits  insurance  agencies  from 
affiliating  with  banks.  We  expect  the  Supreme  Court  to 
rule  on  this  issue  in  the  near  future,  deciding  whether 
state  or  federal  law  applies  to  sales  of  insurance  by 
national  banks. 

I  am  quite  confident  that  this  decision  will  come  out 
favorably  for  banking,  but  you  can  never  be  absolutely 
certain.  Regardless  of  the  outcome,  however,  many 
national  banks  already  do  business  in  states  that  permit 
them  to  sell  insurance.  And  for  that  reason,  we  have  a 
responsibility  to  ensure  that  this  business  is  conducted 
in  a  safe  and  sound  manner.  I  want  to  assure  those  of 
you  who  already  sell  insurance  —  as  well  as  those  of 
you  who  hope  to  enter  this  business  —  that  the  OCC 
has  no  intention  of  imposing  a  new  regime  of  regulatory 
burden  on  your  institutions.  That  is  why  the  OCC  has 
been  conducting  a  series  of  meetings  —  beginning  late 
last  year  —  with  bank  trade  associations,  consumer 
groups,  and  state  insurance  commissioners  to  discuss 
guidance  on  bank  insurance  sales.  These  meetings 
were  a  forum  to  discuss  topics  such  as  sales  practices 
and  market  conduct  —  the  nuts  and  bolts  of  how 
insurance  business  should  be  done  properly. 

The  IBAA  Washington  staff,  lead  by  Ken  Guenther  and 
Karen  Thomas,  effectively  presented  the  concerns  of 
many  small  banks  about  increased  burden.  We  are 
currently  preparing  a  policy  statement  on  insurance 
guidance  that  will  be  made  available  to  the  IBAA  and 
other  trade  groups  for  comment  in  the  next  few  weeks. 
We  are  making  every  effort  to  address  the  concerns 
your  representatives  have  raised. 

Those  of  you  who  have  heard  me  speak  at  your  annual 
convention  in  the  past  know  how  committed  the  OCC 
is  to  reducing  burden.  You  have  heard  me  talk  about 
our  commitment  to  more  efficient  supervision  and  the 
fact  that  the  OCC  was  the  first  agency  to  institute  an 
ombudsman  program.  I  am  proud  to  say  that  our  office 
was  recently  a  model  for  legislation  mandating  an 
ombudsman  for  other  federal  banking  supervisors.  The 
ombudsman’s  office  has  received  invaluable  feedback 
from  you  on  burden  reduction  and  issues  of  equity  and 
efficiency. 

I  have  also  used  this  forum  to  discuss  the  OCC’s 
regulatory  review  project,  a  comprehensive  review  of 
our  entire  set  of  rules  with  the  goal  of  relieving  unneces¬ 
sary  burden  and  streamlining  regulatory  requirements. 
You  are  already  taking  advantage  of  the  revised  lending 
limit  and  capital  calculations.  As  of  January  1  this  year, 
we  have  either  proposed  or  issued  in  final  form  all  rules 
over  which  OCC  has  jurisdiction. 


Just  a  few  weeks  ago,  we,  along  with  the  other  banking 
agencies,  finalized  the  rule  that  reduces  the  burden  of 
duplicative  filings  of  reports  of  crimes  and  suspicious 
activities.  Now,  you  only  need  to  send  a  single  form  to 
a  single  agency  —  the  Financial  Crimes  Enforcement 
Network  of  the  Treasury  Department. 

No  question,  regulatory  relief  is  important  to  me  and  the 
OCC.  And  even  if  you  haven’t  heard  my  past  speeches, 
hopefully  you  have  seen  the  results  of  our  efforts  in  action. 

More  than  1,700  national  banks  with  assets  under  $1 
billion  are  eligible  for  our  streamlined  examinations  for 
noncomplex  banks.  Feedback  from  those  bankers  ex¬ 
amined  under  these  procedures  has  been  extremely 
positive.  And  already,  we  have  reviewed  80  small  banks 
using  our  new  performance-based  CRA  exam  proce¬ 
dures.  Again,  the  reaction  has  been  favorable.  CRA 
exams  are  being  done  in  substantially  less  time  than 
they  used  to  take  and  are  substantially  more  useful.  We 
expect  this  time  to  continue  to  be  reduced  as  examiners 
gain  more  experience  with  the  new  procedures. 

It  is  not  surprising  that  small  banks  are  finding  these  new 
examinations  more  useful.  They  offer  a  more  accurate 
barometer  of  what  community  bankers  have  always 
done,  and,  indeed,  must  do.  Because  the  very  nature 
of  your  business  is  serving  the  credit  and  banking 
needs  of  your  communities  —  and  measuring  paper¬ 
work  and  assessing  process  did  not  begin  to  demon¬ 
strate  your  true  record  of  service. 

In  sum,  our  commitment  to  creating  a  better  business 
environment  for  the  banking  industry  through  reducing 
burden  and  enhancing  your  competitiveness  has  been 
reflected  —  not  only  in  words  —  but  in  significant 
deeds.  Ours  has  been  a  long-running,  ongoing  com¬ 
mitment,  a  commitment  from  day  one,  not  just  a  one¬ 
time  event,  a  commitment  that  has  continued  —  and 
will  continue  in  the  future.  And  let  me  assure  you  that 
we  will  stay  the  course.  There  is  certainly  much  more 
we  can  do  to  help  this  nation’s  community  banks  com¬ 
pete. 

In  fulfilling  those  commitments,  we  have  sought  not  only 
to  talk  to  you,  but  to  learn  from  you.  Indeed,  the  success 
we  have  achieved  in  Washington  is  only  possible  be¬ 
cause  we  have  worked  to  get  beyond  the  Beltway  to 
hear  what  is  on  your  mind. 

I  realized  when  I  became  Comptroller  of  the  Currency 
—  and  understand  even  more  today  —  that  I  cannot  do 
this  job  from  a  desk  in  Washington.  We  have  a  respon¬ 
sibility  to  learn  as  much  as  we  can  about  the  day-to-day 
operations  of  banks  and  what  it  takes  to  provide  effec¬ 
tive  bank  supervision  and  support  the  continued  evolu¬ 
tion  of  the  banking  industry. 
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So  we  began  an  extensive  effort  to  build  a  dialogue  with 
the  banking  industry.  There  are  a  lot  of  pieces  to  that 
effort.  Many  of  you  have  probably  been  to  one  of  the 
Meet  the  Comptroller  sessions  that  we  have  held  in 
cities  all  across  the  country.  Or  perhaps  you  have  been 
to  one  of  our  district  outreach  sessions.  Or  maybe  you 
are  one  of  the  many  bankers  who  have  taken  me  up  on 


my  invitation  to  phone  or  e-mail  me,  and  let  me  know 
how  you  think  we’re  doing  —  what  you  like,  but  espe¬ 
cially  where  we  need  to  improve.  I  am  proud  of  the 
dialogue  we  have  established  with  the  banking  in¬ 
dustry,  and  believe  the  OCC  is  a  better  supervisor  today 
because  of  these  efforts. 
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Remarks  by  Douglas  E.  Harris,  Senior  Deputy  Comptroller,  for  Capital 
Markets,  before  the  1 1th  Annual  General  Meeting  of  the  International  Swaps 
and  Derivatives  Association,  on  financial  derivatives,  San  Francisco, 
California,  March  7,  1996 


First  of  all,  I  would  like  to  say  that  I  am  very  honored  to 
have  the  opportunity  for  the  second  time  in  as  many 
years  to  address  ISDA’s  Annual  General  Meeting.  The 
work  that  is  done  by  my  group  at  the  Office  of  the 
Comptroller  of  the  Currency  most  directly  affects  the 
banks  that  are  ISDA  members.  But  it  is  also  the  case 
that  the  issues  that  we  address,  and  the  policy  positions 
that  we  develop,  have  an  effect  on  ISDA’s  nonbank 
members.  Therefore,  the  opportunity  to  come  before 
you  and  explain  our  positions  and  new  initiatives  and 
to  get  your  feedback  is  invaluable. 

My  topic  this  morning  is  OCC’s  revised  examiner 
guidance  for  financial  derivatives.  We  are  still  developing 
that  guidance  and  at  this  point  I  cannot  give  you  a  firm 
timetable  for  its  release,  although  sometime  in  the  second 
quarter  is  likely.  Nonetheless,  I  would  like  to  talk  to  you 
about  some  of  the  modifications  and  additions  that  we  are 
considering  at  this  time  to  our  existing  guidance. 

Before  I  discuss  the  guidance,  however,  I  would  first 
like  to  talk  to  you  about  what  I  consider  to  be  one  of  the 
more  important  documents  that  we  have  released  over 
the  last  two  years:  a  paper  entitled  “Trading  Activities 
at  Commercial  Banks,”  which  was  released  in  Decem¬ 
ber  1995.  That  paper  was  prepared  by  the  staffs  of  the 
OCC,  the  Federal  Reserve,  and  the  Federal  Deposit 
Insurance  Corporation,  with  input  from  the  Securities 
and  Exchange  Commission  and  the  Commodities  and 
Futures  Trading  Commission. 

Many  of  you  will  remember  that  in  April  1994  the  House 
Banking  Committee  held  a  hearing  on  hedge  funds’ 
trading  activities.  At  the  hearing,  George  Soros,  the 
principal  manager  of  The  Ouantum  Group  of  Funds, 
very  deftly  turned  some  of  the  concerns  and  criticisms 
directed  at  hedge  funds  toward  commercial  banks.  He 
claimed  that  banks  were  engaged  in  the  same  sort  of 
activities  as  hedge  funds  under  the  name  “proprietary 
trading,”  and  that  they  did  so  with  the  support  of  federal 
deposit  insurance. 

Then  in  May  1994,  the  U.S.  General  Accounting  Office 
(GAO)  released  a  report  to  Congress  entitled  “Financial 
Derivatives:  Actions  Needed  to  Protect  the  Financial 
System.”  Included  in  one  of  the  GAO’s  recommenda¬ 
tions  to  Congress  was  the  following  statement: 

Gaps  and  weaknesses  in  OTC  derivatives  regula¬ 
tion  clearly  demonstrate  that  the  existing  regula¬ 


tory  structure  has  not  kept  pace  with  the  dramatic 
and  rapid  changes  in  the  domestic  and  global 
financial  markets  that  have  occurred  over  the  past 
several  years.  Banking,  securities,  futures  and 
insurance  are  no  longer  separate  and  distinct 
industries  that  can  be  well  regulated  by  the  exist¬ 
ing  patchwork  quilt  of  federal  and  state  agencies. 
Many  issues  need  to  be  debated  and  decided, 
including  the  appropriate  uses  of  federally  in¬ 
sured  deposits  and  the  extent  to  which  they 
should  be  used  to  finance  large-scale  proprietary 
trading  in  derivatives  or  other  financial  instru¬ 
ments. 

In  the  following  months,  several  members  of  Congress, 
including  Senators  Dorgan  and  Riegle,  introduced  bills, 
some  of  which  would  have  forced  either  all  derivatives 
activities  or  all  proprietary  trading  out  of  commercial 
banks  and  into  separate  subsidiaries  or  affiliates.  One 
of  the  things  that  should  have  been  obvious  to  many  of 
you  was  that  there  was  considerable  confusion,  espe¬ 
cially  in  Washington,  between  proprietary  trading  and 
derivatives  trading,  with  many  unable  to  distinguish 
between  the  two. 

In  a  July  18,  1994,  response  to  Congressman  Dingell 
regarding  the  GAO’s  recommendation,  then-Treasury 
Secretary  Bentsen  said: 

The  Treasury,  which  includes  the  OCC  and  the 
OTS,  and  the  Federal  Reserve  do  not  perceive  the 
risks  associated  with  proprietary  trading,  if 
properly  managed,  to  be  inherently  greater  than 
those  associated  with  other  banking  activities  .  .  . 
Nevertheless,  the  central  role  that  banks  play  in 
the  economy,  and  the  fact  that  federally  insured 
institutions  are  engaging  in  these  activities,  raise 
public  policy  issues.  As  a  result,  federal  banking 
regulators  are  devoting  further  attention  to  this 
area. 

During  the  summer  of  1994,  the  three  federal  banking 
agencies  undertook  a  study  to  address  many  of  the 
questions  raised  about  banks’  proprietary  trading  ac¬ 
tivities:  “What  is  proprietary  trading?  How  large  is  it? 
How  widespread  is  it?  Who  engages  in  it?  What  are  the 
risks?  How  are  they  managed  and  controlled?  Are 
current  risk  management  processes  sufficient?”  Under¬ 
lying  these  questions  were  concerns  that  revenues 
from  trading  activities  can  be  more  volatile  than  those 
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from  other  banking  activities;  that  trading  activities  may 
produce  sudden  and  sizeable  losses  that  could 
threaten  the  solvency  of  the  bank;  and  that  therefore 
proprietary  trading  may  be  an  inappropriate  activity  for 
a  federally  insured  depository  institution. 

The  paper  we  produced  is  largely  an  educational  docu¬ 
ment  full  of  interesting  information  (much  of  it  in  the 
appendices),  much  of  which  had  not  previously  been 
compiled  in  this  form.  Though  our  original  intent  was  to 
study  and  report  on  proprietary  trading  activities,  the 
paper  is  also  an  overview  of  commercial  bank  trading 
activities  generally.  It  discusses  trading  instruments 
and  trading  methods,  the  growth  and  involvement  of 
banks  in  those  activities,  the  risks  and  benefits  posed 
by  trading,  how  those  risks  are  managed  by  the  banks, 
and  how  those  risks  are  supervised  by  the  regulators. 

One  of  the  first  issues  we  address  is  “what  is  proprietary 
trading,  and  how  do  you  distinguish  it  from  other  types 
of  trading  activities?”  We  found  that  trading  occurs 
along  a  continuum.  Though  we  were  able  to  make 
distinctions  between  “matched  trading,”  “market¬ 
making,”  “positioning,”  and  “proprietary  trading,”  in 
practice,  the  lines  between  them  became  blurred.  In 
fact,  only  a  handful  of  the  major  trading  banks  formally 
segregate  their  proprietary  trading  activities. 

What  about  the  risks  that  arise  from  trading  activities 
generally  and  proprietary  trading,  in  particular?  Not 
surprisingly,  we  found  that  these  are  the  same  risks  that 
banks  face  in  other  bank  activities  and  products  — 
credit  risk,  price  risk,  liquidity  risk,  transaction  risk, 
compliance  risk,  strategic  risk,  and  reputation  risk. 
Though  the  significance  and  scope  of  these  risks  may 
vary  from  bank  to  bank,  it  is  the  significance  of  price 
(or  market)  risk  that  most  clearly  distinguishes  trading 
from  other  bank  activities  and  proprietary  trading  from 
other  types  of  trading.  And  it  is  market  movements  in 
either  price  or  volatility  that  are  the  primary  source  of 
revenue  in  proprietary  trading. 

On  average,  the  size  of  bank  trading  operations  relative 
to  bank  capital  is  small.  Most  of  the  major  trading  banks 
now  maintain  their  daily  earnings-at-risk  for  all  trading 
activities  at  less  than  3  percent  of  Tier  I  capital,  although 
there  are  a  couple  of  major  exceptions.  As  I  mentioned 
earlier,  very  few  institutions  formally  segregate  their 
proprietary  trading  operations.  Those  that  do  typically 
have  sublimits  for  proprietary  activities  of  less  than  1 
percent  of  Tier  I  capital.  A  bank's  aggregate  trading 
limit  generally  reflects  a  bank’s  overall  appetite  for  risk. 
If  forms  an  upper  bound  for  aggregate  exposure.  How¬ 
ever  low  loss  experiences  and  on-site  examinations 
findings  by  our  resident  examiners  at  all  the  major 
national  bank  dealers  indicate  that  such  aggregate 
trading  limits  are  rarely  exceeded. 


So,  has  this  market  risk  been  realized  in  the  form  of 
sudden  and  sizeable  losses?  Historical  data  indicate 
that  trading  revenues  have  been  less  volatile  than  is 
generally  perceived.  We  found  that,  despite  some 
short-term  volatility  from  quarter  to  quarter,  the  major 
dealer  banks  have  had  successful  long-term  trading 
results  over  several  years.  Trading  revenues  were  con¬ 
sistently  positive  for  the  seven  major  dealer  banks  over 
the  44  calendar  quarters  from  June  30,  1984,  to  June 
30,  1995,  except  for  six  instances  of  losses.  One  bank 
accounted  for  four  of  those  instances  of  losses.  And, 
even  in  the  quarters  in  which  losses  were  reported,  the 
size  of  the  losses  was  minimal  compared  to  the  quarter¬ 
ly  revenue  of  the  bank. 

We  also  found  that  trading  revenues  tend  to  exhibit 
cyclical  components  —  components  which  appear  to 
be  consistent  with  business  and  interest  rate  cycles. 
(This  is  also  the  case  with  earnings  from  securities.) 

A  finding  that  raises  some  concern  for  us  supervisors 
is  that  trading  revenues  also  appear  to  be  highly  corre¬ 
lated  across  the  major  dealer  banks  —  when  trading 
revenues  are  down  for  one  of  the  major  trading  banks, 
trading  is  likely  to  be  down  for  most  of  the  others.  The 
possibility  that  a  large  number  of  financial  institutions 
would  simultaneously  experience  declines  in  revenue 
certainly  has  systemic  implications.  It  also  raises  the 
specter  that  any  one  bank  that  has  other  dealer  banks 
as  significant  counterparties  could  face  a  sudden  and 
significant  broad-based  decline  in  counterparty  credit 
quality. 

We  also  found  that  banks  are  generally  measuring, 
monitoring  and  controlling  well  the  risks  arising  out  of 
trading  activities  —  and  that  includes  price  risk.  They 
use  a  number  of  complementary  methods  to  ac¬ 
complish  this.  This  is  consistent  with  the  information 
that  we  at  the  OCC  have  compiled  over  the  last  couple 
of  years  with  respect  to  national  bank  compliance  with 
Banking  Circular  277,  our  guidance  for  risk  manage¬ 
ment  of  financial  derivatives. 

With  respect  to  risk  measurement,  individual  banks 
tended  to  employ  different  market  and  mathematical 
assumptions  based  on  their  experience  and  theoretical 
perspectives.  Many  of  the  largest  dealer  banks  have 
already  moved  to  a  value-at-risk  system  for  measuring 
price  risk.  They  often  supplement  these  systems  with 
notional  or  par  limits.  Virtually  all  banks  further  supple¬ 
ment  these  risk  measurement  and  control  mechanisms 
with  loss  control  limits  or  management  action  triggers. 

Overall,  we  found  that  banks’  trading  activities  provide 
substantial  advantages  to  banks,  their  customers,  and 
the  markets.  There  is  no  doubt  that  the  primary  reason 
banks  trade  is  to  generate  revenues.  They  have  done 
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this  quite  successfully.  For  the  1 1  largest  dealer  banks, 
average  trading  revenue  has  grown  from  5.85  percent 
of  total  revenue  in  1989  to  12.80  percent  in  1994. 

However,  in  the  process,  they  have  also  diversified  their 
revenue  sources.  Growth  in  trading  activities  has  al¬ 
lowed  banks  to  diversify  their  products  and  services. 
This  allows  them  to  strengthen  relations  with  existing 
institutional  and  high-net-worth  customers  and  to  be 
competitive  in  attracting  new  customers.  Of  course,  the 
customer  also  has  the  ability  to  shop  around  for  the 
product  that  best  meets  the  customer’s  risk  manage¬ 
ment  or  investment  needs  at  the  best  possible  price. 
That  is  taking  place  as  these  customer  needs  have 
been  growing  and  evolving. 

As  you  all  know,  traders  provide  a  significant  benefit  to 
their  banks  by  obtaining  and  providing  first-hand 
knowledge  of  the  current  market  levels,  magnitudes 
and  directions  of  movements  in  interest  and  exchange 
rates,  as  well  as  commodity  and  equity  prices.  This 
information  is  essential  for  making  accurate  pricing 
decisions. 

Traders  are  also  often  the  first  to  hear  and  spread 
market  rumors.  These  rumors  can  often  be  vital  to  an 
institution  in  monitoring  and  controlling  its  various  risks. 
After  the  Barings  episode  last  year,  the  OCC  went  to 
the  largest  national  bank  dealers  and  inquired  about 
any  problems  with  their  risk  management  systems  that 
episode  had  revealed.  We  also  inquired  as  to  whether 
they  planned  to  make  any  changes  in  those  systems. 
In  response,  one  theme  that  was  repeated  was  that 
many  traders  had  heard  rumors  of  the  size  of  Barings 
positions  on  the  exchange-traded  markets  and  of 
potential  problems  with  those  positions  well  before 
Barings  went  under.  However,  this  information  had  not 
been  communicated  to  senior  management  and  the 
corporate  office.  As  a  result,  some  banks  were  unable 
to  take  appropriate  defensive  measures  to  limit  any 
exposure.  (As  it  turned  out,  no  U.S.  bank  was  signifi¬ 
cantly  affected  in  the  long  term  by  Barings’  demise.) 
These  banks  said  that  they  will  attempt  to  further  en¬ 
courage,  if  not  formalize,  the  flow  of  gossip,  rumor,  and 
information  from  the  trading  floor  to  senior  management. 

It  is  also  clear  that  some  banks  have  benefited  from  the 
new  and  evolving  techniques  used  to  manage  risk  in 
trading,  in  general,  and  derivatives,  in  particular.  The 
benefit  has  been  in  applying  these  techniques  to  other 
bank  products  and  activities.  For  example,  some  banks 
have  extended  portfolio-based  market  risk  manage¬ 
ment  techniques  to  the  management  of  the  credit  risk 
in  their  loan  portfolios. 

The  size  and  diversity  of  commercial  bank  trading 
activities  also  contribute  significantly  to  the  overall 


depth  and  liquidity  of  the  cash  and  derivatives  markets. 
And  there  is  anecdotal  evidence  to  suggest  that  deriva- 
tives-related  trading  allows  markets  to  adjust  more 
rapidly  to  changing  economic  conditions. 

The  staffs  of  the  Federal  Reserve,  the  FDIC,  and  the 
OCC  caution  readers  that  different  results  may  occur  in 
different  economic  environments. 

We  also  caution  that  a  successful  history  is  no  guaran¬ 
tee  that  a  sizeable  and  sudden  loss  may  not  occur  in 
the  future.  But  we  can  conclude  that: 

•  The  market  risk  from  trading  activities  has  re¬ 
sulted  in  less  volatility  to  dealer  banks’  earn¬ 
ings  than  has  credit  risk  from  lending  activities. 

•  Trading  activities  provide  an  important  source 
of  revenue  (and  a  diversified  source  of  reve¬ 
nue)  for  the  banks  involved  in  those  activities. 

•  Trading  activities  allow  banks  to  enhance  cus¬ 
tomer  relationships  and  benefit  bank  cus¬ 
tomers  and  the  markets. 

•  The  risks  from  trading  activities  appear  to  be 
manageable  as  long  as  senior  management 
and  the  board  are  appropriately  informed 
about,  and  committed  to  addressing,  risk-re¬ 
lated  issues  that  arise  from  those  activities. 

It  is  clear,  however,  from  the  incidents  at  both  Daiwa 
and  Barings  that  all  bets  are  off  in  the  case  of  fraud,  just 
as  with  any  other  banking  or  commercial  activity. 

I  would  now  like  to  turn  for  a  few  moments  to  the  OCC’s 
forthcoming  revisions  to  our  existing  examiner  guid¬ 
ance  on  financial  derivatives.  That  original  guidance 
was  released  in  October  1994.  We  have  decided  to 
revise  the  guidance  at  this  time  in  order  to: 

•  Consolidate  our  previous  guidance  on  trading 
activities. 

•  Conform  the  guidance  with  the  OCC’s  new 
Supervision-by-Risk  Program,  and  specifically 
to  conform  to  risk  definitions  used  in  that  pro¬ 
gram. 

•  Expand  and  clarify  the  existing  guidance 
based  on  events  over  the  past  year  and  a  half 
and  comments  from  our  field  examiners  who 
use  this  guidance  in  their  examinations  of  na¬ 
tional  banks’  derivatives  activities. 

Though  no  final  decisions  have  been  made  at  this  time, 
I  would  like  to  mention  a  few  of  the  issues  we  are 
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considering  addressing  and  I  would  be  happy  to  have 
your  feedback. 

First,  we  are  aware  of  increasing  pressure  on  banks  to 
deal  with  undisclosed  (or  blind)  counterparties.  I  have 
been  a  little  confused  as  to  why  they  are  called  “blind” 
counterparties.  The  counterparties  know  exactly  whom 
they  are  dealing  with;  it  is  the  banks  that  are  in  the  dark. 
The  OCC  is  concerned  about  the  credit,  legal,  and 
reputation  risks  that  are  inherent  in  this  activity  and  is 
considering  guidance  that  would: 

•  Urge  banks  to  obtain  legal  opinions  on  the 
enforceability  of  any  written  "customer"  agree¬ 
ments. 

•  Warn  banks  of  the  possible  conflict  between 
dealing  with  undisclosed  counterparties  and 
complying  with  local  money  laundering  regula¬ 
tions. 

•  Discourage  banks  generally  from  dealing  with 
unnamed  counterparties  unless  certain  types 
of  controls  are  established.  Controls  might  in¬ 
clude  (1)  restricting  transactions  to  an  ap¬ 
proved  list  of  counterparties;  (2)  limiting  the 
size  of  transactions  with  unnamed  counterpar¬ 
ties  individually  and  in  the  aggregate;  (3)  limit¬ 
ing  transactions  to  very  liquid  contracts. 

We  are  also  considering  additional  guidance  on  the 
importance  of  stress-testing  derivatives  portfolios  on  a 
regular  basis,  and  conducting  stress  scenarios  that 
produce  the  greatest  losses  or  exposure.  We  know  that 
many  banks  use  a  large  market  move  in  their  stress 
scenarios.  However,  this  movement  may  not  expose  the 
portfolio’s  greatest  vulnerabilities.  The  more  sophisti¬ 
cated  and  better  managed  banks  will  identify  the  en¬ 
vironment  that  produces  the  most  undesirable  results 


and  estimate  the  probability  of  their  occurrence.  These 
institutions  will  also  provide  the  results  of  stress-testing, 
along  with  major  assumptions,  to  senior  management 
and  the  board  of  directors  on  a  periodic  basis. 

Over  the  last  year  and  a  half,  the  issue  of  risk  models 
is  one  that  has  attracted  considerable  attention.  We  are 
considering  additional  guidance  on  the  importance  of 
validating,  backtesting,  and  recalibrating  risk  measure¬ 
ment  models  on  a  regular  basis.  Included  in  that  dis¬ 
cussion  would  be  a  discussion  of  the  limitation  of 
value-at-risk  models. 

Finally,  we  are  considering  expanding  our  discussion 
of  revaluations.  Accurate  market  values  are  the  key  to 
the  production  of  meaningful  reports  regarding  risk 
levels,  profitability,  and  market  trends.  A  bank  can  take 
different  approaches  based  upon  the  liquidity  and  com¬ 
plexity  of  the  contract.  We  may  suggest  that  banks 
establish  policies  that  (1)  specify  required  valuation 
adjustments,  (2)  require  documentation  of  the  rationale 
supporting  certain  valuations,  (3)  require  a  periodic 
review  of  assumptions,  and  (4)  provide  for  proper  ac¬ 
counting  treatment. 

As  you  can  see  from  the  issues  that  we  are  considering 
addressing,  we  continue  to  learn  from  you.  For  the  most 
part,  our  issues  are  your  issues.  We  continue  to  look  for 
the  best  practices  at  the  best  banks,  and  to  impart  that 
information  to  others  either  in  the  form  of  guidance  or 
an  advisory.  And  we  are  committed  to  modifying  our 
guidance  as  necessary  in  order  to  keep  it  current.  That 
means  eliminating  any  elements  of  our  guidance  that 
become  stale,  and  addressing  new  issues,  such  as 
unnamed  counterparties,  as  they  become  more  visible 
and  of  greater  concern.  And,  as  always,  we  welcome 
your  feedback  and  are  happy  to  discuss  these  issues 
with  you. 
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Remarks  of  Susan  F.  Krause,  Senior  Deputy  Comptroller  for  Bank 
Supervision  Policy,  before  the  California  Bankers  Association  9th  Annual 
Lenders  Conference,  on  risk  management,  March  1 1,  1996 


I  appreciate  the  invitation,  and  the  opportunity  to  speak 
with  each  of  you  today  on  the  subject  of  risk  manage¬ 
ment.  It  seems  that  everyone  these  days  —  bankers, 
regulators,  journalists,  consultants  —  are  all  touting  the 
virtues  of  risk  management  —  so  much  so  that  it’s  easy 
to  get  the  impression  that  risk  management  is  the  latest 
fad  in  banking.  But,  the  fact  is  that  risk  management 
has  been  around  as  long  as  the  business  of  banking. 
Banks  are  —  and  have  always  been  —  in  the  business 
of  risk  management. 

For  a  number  of  reasons,  however,  risk  management  is 
more  important  than  ever  before.  Banking  markets 
today  are  characterized  by  innovations,  the  increased 
use  of  technology,  and  an  explosion  in  the  types, 
volume  and  velocity  of  financial  transactions.  Banks 
also  face  more  uncertainty  about  their  current  and 
future  legal  environment,  as  well  as  unprecedented 
domestic  and  international  competition.  Due  in  part  to 
some  of  these  same  factors,  however,  the  risk  manage¬ 
ment  tools  available  to  banks  have  also  improved. 
Advances  in  risk  management  theory  and  in  technol¬ 
ogy,  taken  together,  allow  banks  to  measure  risk  more 
quickly  and  accurately.  Technology  has  also  enabled 
faster  communication  and  data  transmission  allowing 
better  risk  measurement  and  management  across  a 
banking  company’s  far-flung  operations.  In  addition, 
financial  derivative  products  have  given  banks  greater 
ability  to  hedge  risks. 

During  this  same  period,  federal  bank  supervision  has 
gone  through  a  similar  transformation,  as  supervisors 
have  sought  to  find  more  effective  ways  to  carry  out  our 
primary  mandate:  ensuring  the  safety  and  soundness 
of  the  nation’s  banking  system.  It  is  essential  that  su¬ 
pervisors  respond  to  the  increased  potential  for  risk  in 
the  banking  system.  It  is  equally  essential  that  we  do 
this  in  a  way  that  is  the  least  intrusive  and  least  costly 
way  possible,  in  order  to  enable  the  banking  system  to 
thrive  in  today’s  competitive  environment.  The  key  to 
meeting  this  challenge  is  for  bank  supervisors  to  focus 
on  the  risk  management  systems  of  banks.  At  the  OCC, 
we  are  doing  this  through  a  program  we  call  “super¬ 
vision  by  risk.” 

I  would  like  to  speak  to  you  today  about  the  theory  and 
practical  application  of  supervision  by  risk.  Today,  I  will 
discuss: 

•  What  supervision  by  risk  is,  and  a  bit  of  history 
behind  it. 


•  How  supervision  by  risk  affects  the  OCC 
process  of  supervision. 

•  How  supervision  by  risk  affects  the  banks  we 
supervise. 

Until  the  mid-1 970s  our  supervision  could  be  described 
as  a  bottom-up  approach,  focusing  on  reconcilements, 
accounting  entry  and  compliance  with  law  to  formulate 
conclusions  about  the  condition  of  the  banks  we  super¬ 
vised.  Beginning  in  the  mid-1970s  we  began  to  move 
away  from  bottom-up,  audit-styled  examinations  and 
into  top-down,  management-driven  examinations.  To 
do  this,  examiners  began  spending  less  time  evaluat¬ 
ing  individual  loans  and  more  time  evaluating  the 
quality  of  management  and  management  systems. 

Through  the  1980s,  we  continued  placing  increasing 
weight  on  a  bank’s  actual  financial  performance  to 
evaluate  its  condition.  This  concept  minimized  the  time 
our  examiners  spent  in  banks  and  focused  our  attention 
on  the  banks  with  the  most  severe  problems,  or  highest 
risk  of  potential  failure. 

In  the  1990s,  supervision  by  risk  has  come  into  its  own. 
Our  program  incorporates  the  philosophy  of  manage¬ 
ment-driven  examinations  and  continued  reliance  on 
off-site  tools  to  increase  our  efficiency  and  minimize 
regulatory  burden.  It  also  recognizes  that  periodic 
validations  of  risk  management  systems  are  necessary, 
as  is  drilling  down  and  doing  more  intense  reviews 
where  we  see  red  flags. 

While  all  of  this  may  sound  the  same,  or  at  least  similar 
to  our  current  method  of  supervision,  supervision  by 
risk  does  make  some  important  changes: 

•  It  adds  consistent  definitions  and  a  structured 
process  for  examiners  to  use  in  assessing 
risks. 

•  It  provides  an  analytical  framework  for  the  OCC 
to  use  in  deciding  where  to  focus  resources 

in  individual  banks  as  well  as  the  industry  as  a 
whole. 

•  It  lays  the  foundation  for  the  communication 
between  examiners  and  bankers  to  be  based 
on  risk  management. 
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In  its  application,  the  steps  the  examiner  will  take  under 
the  supervision  by  risk  process  can  be  broken  down 
into  several  categories: 

•  First,  identifying  risks  using  common  definitions. 

We  have  defined  nine  risk  categories.  This  set  of  risk 
definitions  forms  the  cornerstone  for  our  supervisory 
actions  relative  to  each  bank  or  banking  company  and 
will  form  a  consistent,  common  language  for  examiners 
to  follow. 

•  Second,  measuring  and  evaluating  risk  based 
on  common  evaluation  factors. 

Now  that  we  have  adopted  a  common  set  of  risks,  we 
also  developed  a  common  evaluation  format,  again  in 
an  effort  to  improve  consistency.  This  is  our  risk  assess¬ 
ment  system. 

In  essence,  the  risk  assessment  system  weighs  the 
quantity  of  risk  with  quality  of  risk  management  to  form 
a  conclusion  about  the  bank.  I  will  discuss  the  risk 
assessment  system  in  more  detail  in  a  few  minutes. 

•  Third,  developing  a  supervisory  strategy  based 
on  risk  and  performing  our  examinations  based 
on  this  strategy. 

Our  supervisory  strategy  for  each  institution  will  be 
based  on  the  identification,  measurement  and  evalua¬ 
tion  of  risk.  We  will  focus  our  examination  efforts  on  the 
areas  of  greatest  risk  in  the  institution  and  use  only 
minimum  procedures  in  areas  of  low  risk.  This  strategy 
will  be  discussed  with  bank  management  when  initially 
formulated,  when  significantly  altered,  and  again 
before  being  implemented. 

•  Finally,  documenting  conclusions  and  com¬ 
municating  findings  to  management  and  the 
board. 

Open,  two-way  communication  is  fundamental  to  the 
entire  supervisory  process. 

Supervision  by  risk  is  a  cyclical  process,  just  as  our 
current  examination  process  is.  We  first  develop  an 
initial  risk  assessment  for  each  bank.  Using  this  initial 
assessment,  we  will  develop  a  supervisory  strategy  to 
outline  our  examination  scope.  During  the  examination, 
we  can  develop  a  more  accurate  risk  assessment 
profile  Finally,  using  this  risk  assessment  profile,  we  are 
better  able  to  form  a  conclusion  on  quantity  of  risk  and 
quality  of  risk  management  systems  which  will  allow  us 
to  better  stratify  the  banks  we  supervise  and  allocate 
our  resources  accordingly  This  brings  us  back  to  the 


starting  point.  The  process  of  assessing  risk,  and  ad¬ 
justing  our  supervision  accordingly,  is  a  continual  one. 

Having  described  the  basic  philosophy  and  process  of 
supervision  by  risk,  I  would  like  to  turn  to  our  definitions 
of  risk  and  our  expectations  for  common  risk  manage¬ 
ment  systems. 

As  a  general  matter,  we  define  banking  risk  as:  "The 
potential  that  events,  expected  or  unanticipated,  may  have 
an  adverse  impact  on  the  bank's  capital  or  earnings.” 

Risk,  by  itself,  is  not  a  reason  for  concern.  Risk  is 
necessary  for  reward.  Several  questions  arise  however: 
How  much  risk  is  enough?  Too  much?  How  should  risk 
be  managed?  What  if  events  do  not  happen  as 
planned?  Generally  speaking,  risks  are  warranted  if 
they  are:  understandable,  measurable,  controllable, 
and  within  the  bank’s  capacity  to  readily  withstand 
adversity.  In  other  words,  risks  are  warranted  if  they  are 
subject  to  effective  risk  management  systems.  An  ef¬ 
fective  risk  management  system  will  have  the  following 
four  basic  components:  Risk  identification,  risk  meas¬ 
urement,  risk  control,  and  risk  monitoring. 

•  Risk  Identification 

Focuses  on  recognizing  and  understanding  exist¬ 
ing  risks  or  risks  that  may  arise  from  future  busi¬ 
ness  activity.  This  is  a  continuing  practice,  not 
merely  a  snapshot  view. 

•  Risk  Measurement 

Once  risks  have  been  identified,  they  need  to  be 
measured.  Certain  risks  will  obviously  lend  them¬ 
selves  more  easily  to  measurability  than  others, 
but  an  institution  needs  to  be  able  to  judge  the 
magnitude  of  each  risk. 

•  Risk  Control 

After  a  measurement  device  is  in  place,  the  board 
and  management  need  to  collaborate  on  risk 
control.  How  much  risk  is  enough?  And  how  will 
the  bank  stay  within  that  target? 

•  Risk  Monitoring 

Finally,  a  reporting  mechanism  should  be 
developed  to  monitor  the  various  risks  consistent 
with  the  limits  or  controls  that  have  been  estab¬ 
lished.  This  is  the  device  to  let  you  know  how  you 
are  doing  relative  to  your  goals. 

Because  market  conditions  and  company  structures 
vary,  there  is  no  single  risk  management  system  that 
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works  for  everyone.  However,  each  institution  should 
have  a  system,  whether  formal  or  informal,  that  addres¬ 
ses  each  of  these  four  areas.  The  level  of  sophistication 
of  these  systems  should  correspond  to  the  size  and 
complexity  of  the  bank’s  operations  and  competitive 
environment. 

As  I  mentioned  earlier,  we  have  identified  nine  risks  for 
bank  supervision  purposes.  The  first  seven  risks  we  call 
the  explicit  risks:  credit,  liquidity,  interest  rate,  price, 
foreign  exchange,  transaction,  and  compliance  risks. 

These  are  the  risks  found  in  most  banking  transactions. 
Because  they  are  quantifiable  and  able  to  be  clearly 
defined,  we  have  been  able  to  evaluate  these  risks 
through  examinations  of  our  banks.  The  other  two  risks, 
which  we  call  the  implicit  risks,  are  strategic  and  reputa¬ 
tion  risk.  These  risks  are  present  in  almost  every 
decision  made  by  management  and  the  board  and  as 
a  result,  they  impact  franchise  value.  These  decisions 
are  most  often  intended  to  enhance  long-term  viability 
and  therefore,  are  difficult  to  quantify  at  a  given  point  in 
time. 

We  have  had  a  lot  of  questions  about  the  identification 
of  strategic  and  reputation  risk  as  separate  risks.  These 
risks  are  included  in  order  to  have  a  set  of  risk 
categories  that  represent  the  entire  risk  profile  of  a 
bank.  We  do  not  actively  supervise  in  these  two  risk 
areas,  but  we  need  to  consider  them  in  order  to  do  a 
complete  risk  assessment.  In  developing  this  program, 
we  reviewed  the  risk  categories  tracked  by  a  number 
of  large  banks  and  found  a  wide  variety.  We  have 
learned  from  our  examiners  that  greater  precision  is 
important  in  supervising  risks,  because  it  provides 
greater  specificity  in  communication,  and  greater 
flexibility  in  tailoring  supervision  to  each  institution.  The 
nine-category  framework  we  developed  provides  the 
OCC  with  a  comprehensive  picture  of  the  risks  as¬ 
sociated  with  banking  as  it  exists  today  while  also 
looking  at  the  issues  facing  the  banking  industry  in  the 
foreseeable  future. 

Our  written  guidance  contains  detailed  definitions.  To 
give  a  flavor  of  them,  I  will  briefly  summarize  them. 

Credit  risk  is  the  potential  that  an  obligor  will  fail  to  pay 
or  meet  the  terms  of  their  contract  with  the  bank,  in  both 
on-  and  off-balance-sheet  exposures.  Credit  risk  can 
be  found  in  the  loan  portfolio,  investment  portfolio,  with 
derivatives  trading  partners,  and  with  counterparties.  It 
can  also  come  from  country  exposures  generally  found 
in  the  larger  banks  as  well  as  from  indirect  sources  such 
as  guarantors. 

Liquidity  risk  is  the  possibility  that  a  bank  will  be  unable 
to  meet  its  obligations  when  they  become  due  without 


incurring  unacceptable  losses  or  costs.  Liquidity  risk 
can  arise  from  management’s  failure  to  recognize  chan¬ 
ges  in  market  conditions  that  affect  an  ability  to  liquida¬ 
te  assets  quickly.  It  may  also  include  an  inability  to 
manage  unplanned  decreases  in  funding  sources  or 
even  changes  in  funding  sources. 

Interest  rate  risk  arises  from  movements  in  interest 
rates.  These  changes  in  interest  rates  should  be  as¬ 
sessed  from  two  different  perspectives:  First,  the  ac¬ 
counting  perspective  represents  the  effect  on  the 
bank’s  accrual  earnings  of  changes  in  interest  rates. 
Second,  interest  rates  affect  the  economic  value  of 
equity  —  which  reflects  the  sensitivity  of  the  bank’s 
value,  or  equity  position,  to  interest  rate  changes. 

Price  risk  considers  changes  in  the  values  of  portfolios 
of  financial  instruments.  Sometimes  the  term  “market 
risk”  is  used  interchangeably  with  price  risk  because  of 
price  risk’s  focus  on  changes  in  market  factors  such  as 
interest  rates  and  market  liquidity. 

Foreign  exchange  risk,  as  the  name  implies,  involves 
risk  to  the  bank  from  movements  in  foreign  exchange 
rates,  and  is  sometimes  referred  to  as  translation  risk. 
Foreign  exchange  risk  can  be  found  in  accrual  ac¬ 
counts  denominated  in  foreign  currency  such  as  loans, 
deposits,  or  equity  investments. 

Transaction  risk  is  the  possibility  of  problems  as¬ 
sociated  with  service  or  product  delivery  and  it  exists 
in  all  of  a  bank’s  products  and  services.  Sometimes 
known  as  operational  risk,  transaction  risk  is  a  function 
of  a  bank’s  internal  controls,  information  systems, 
operating  processes,  and  employee  integrity. 

Compliance  risk  stems  from  nonconformance  with 
laws,  prescribed  practices  or  ethical  standards.  Such 
nonconformance  may  occur  in  situations  where  the 
laws  or  rules  are  ambiguous  or  untested.  Compliance 
risk  is  reflected  in  the  form  of  fines,  penalties,  payment 
for  damages,  or  voided  contracts. 

Strategic  risk  arises  from  bad  business  decisions  or 
improper  implementation  of  good  business  decisions. 
Strategic  risk  is  a  function  of  the  compatability  between 
a  bank’s  goals,  the  approach  and  resources  used  to 
meet  those  goals,  and  the  quality  of  management’s 
implementation  of  systems  and  resources  to  meet 
those  goals. 

Last,  but  certainly  not  least,  is  reputation  risk.  As  it 
implies,  reputation  risk  involves  the  impact  on  a  bank 
from  negative  public  opinion.  Reputation  risk  affects  a 
bank’s  ability  to  establish  new  relationships  with  cus¬ 
tomers  or  vendors  as  well  as  a  bank’s  ability  to  continue 
existing  relationships.  Similar  to  transaction  risk,  it  is 
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inherent  in  all  bank  activities,  especially  those  in  which 
the  bank  associates  its  name  with  products  or  services. 

As  you  can  imagine,  these  risks  are  interrelated.  Any 
bank  product  or  service  generally  exposes  the  bank  to 
a  number  of  risks  simultaneously.  For  instance,  it  is 
difficult  to  determine  the  level  of  credit  risk  versus 
interest  rate  risk  in  a  loan.  However,  it  is  not  necessary 
or  important  to  distinguish  a  precise  amount  of  each 
risk  in  a  particular  product  or  service,  but  rather  to  be 
aware  that  various  risks  are  present. 

The  risks  have  been  identified,  so  the  next  step  to 
ensure  effective  supervision  by  risk  is  a  common 
framework  to  document  decisions  about  those  risks. 
While  we  have  developed  this  overall  philosophy  for 
assessing  and  documenting  risks,  it  is  important  to  note 
that  certain  aspects  of  the  risk  assessment  system  will 
vary  depending  upon  whether  or  not  the  bank  is  a  large 
or  a  community  bank  and  whether  we  are  discussing 
strategic  and  reputation  risk  or  one  of  the  other  more 
explicit  risk  categories.  Let  me  briefly  walk  through  the 
risk  assessment  system  process. 

In  the  risk  assessment  system  for  large  banks  —  those 
banks  with  total  assets  of  $1  billion  or  more  —  ex¬ 
aminers  will  make  several  decisions.  These  decisions 
involve: 

•  Quantity  of  risk. 

•  Quality  of  risk  management. 

•  Aggregate  or  composite  risk. 

•  Direction  of  risk. 

Quantity  of  risk  is  the  level  or  volume  of  existing  risk. 
The  quantity  of  risk  is  labeled  as  high,  moderate,  or  low. 
While  quantity  implies  measurement,  we  recognize  that 
not  all  banks  have,  or  need,  sophisticated  systems  to 
quantify  each  risk.  That  sophistication  and  need  for 
systems  must  be  evaluated  on  a  bank-by-bank  basis. 
We  also  recognize  that  “measurement"  does  not  always 
mean  to  quantify  these  risks  in  direct  dollar  terms  or 
percentages.  For  example,  quantification  of  transaction 
or  compliance  risk  is  not  easily  accomplished  in  terms 
of  dollars  and  cents.  We  do  feel,  however,  that  these 
two  risks  can  be  quantified  in  relative  terms. 

The  next  part  of  the  decision  process,  again  for  large 
banks  requires  examiners  to  conclude  on  the  quality 
of  risk  management  The  quality  of  risk  management  is 
measured  as  weak,  acceptable,  or  strong. 

So  what  do  we  mean  by  risk  management?  Do  we 
mean  that  every  bank  must  establish  an  independent 


department  or  unit  to  manage  the  company's  risk?  No. 
An  effective  risk  management  system  should  be  cus¬ 
tomized  to  fit  each  bank. 

Risk  management  is  an  internal  bank  process  that  does 
more  than  simply  measure  the  quantity  of  risk.  It  is  a 
process  that  is  forward  looking  and  proactive.  An  effec¬ 
tive  risk  management  process  must  identify,  measure, 
monitor,  and  control  risks.  The  process  should  add 
value  to  the  company  by  providing  consistency,  a  pro¬ 
active  culture,  effective  communication,  and  coordina¬ 
tion  throughout  the  organization.  It  does  not  have  to  be 
an  independent  unit  within  the  bank,  such  as  audit. 
Regardless  of  how  it  is  structured,  risk  management  is 
a  process  that  understands  the  culture,  the  risks  and 
the  inter-relationship  of  the  risks  within  each  company. 

The  third  stage  in  the  risk  assessment  system  is  for 
examiners  to  make  a  decision  on  aggregate  risk.  The 
aggregate  risk  reflects  the  level  of  supervisory  concern 
considering  both  the  quantity  of  risk  in  a  particular  area 
weighed  against  the  quality  of  risk  management.  We 
categorize  aggregate  risk  as  low,  moderate,  or  high.  At 
this  stage  of  the  decision  process,  we  can  now  look  at 
our  treatment  of  the  remaining  two  risks  —  strategic  and 
reputation.  We  do  not  require  a  separate  quantity/ 
quality  decision  for  strategic  and  reputation.  These 
risks  are  more  implicit  and  can  not  be  readily  quantified. 
We  do  make  a  decision,  however,  on  the  level  of  super¬ 
visory  concern  for  these  two  risks.  This  is  called  com¬ 
posite  risk  and  it  is  categorized  as  low,  moderate,  or 
high.  Composite  risk  is  similar  to  aggregate  risk  except 
it  is  more  one  dimensional.  The  final  decision  for  ex¬ 
aminers  to  make  for  large  banks  is  to  determine  the 
direction  of  risk  for  all  of  the  nine  categories  of  risk. 
Direction  of  risk  reflects  the  likely  changes  to  the  ag¬ 
gregate  or  composite  risk  profile  over  the  next  12 
months.  Direction  means  that  the  aggregate  risk  is 
trending  up  or  down,  or  remaining  unchanged.  Direc¬ 
tion  helps  the  examiner  determine  and  refine  the  super¬ 
vision  activities  for  the  bank. 

Now,  let’s  turn  our  attention  to  the  risk  assessment 
decision  process  for  community  banks.  For  these 
banks,  in  contrast  to  large  banks,  examiners  will  make 
only  one  decision  which  reflects  the  level  of  supervisory 
concern  for  each  of  the  nine  risk  categories.  The  ag¬ 
gregate  or  composite  decision  does  not  directly  require 
a  decision  on  quantity  and  quality  of  risk  management. 
We  do  not  ignore  the  quantity  of  risk  and  quality  of  risk 
management  factors;  rather  they  are  blended  into  a 
single  decision.  We  categorize  this  composite  risk  for 
community  banks  as  low,  moderate,  or  high. 

Examiners  also  will  determine  the  direction  of  risk  in 
community  banks  for  all  nine  categories  of  risk  The 
same  concepts  discussed  previously  for  large  banks 
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apply  to  the  direction  of  risk  for  community  banks. 
Examiners  will  complete  information  required  for  the 
risk  assessment  system  at  the  end  of  an  on-site  ex¬ 
amination  and  update  it  as  needed  prior  to  the  next 
on-site  examination.  Risk  assessment  is  an  internal 
OCC  process  that  allows  the  examiner  to  summarize 
the  risk  profile  of  the  institution.  The  risk  profile  of  the 
institution  will  help  the  examiner  determine  what  areas 
or  risks  will  be  looked  at  and  the  amount  or  depth  of 
procedures  that  will  be  used.  This  plan,  referred  to  as 
a  strategy,  guides  the  examination  activities. 

Under  supervision  by  risk,  areas  that  have  low  aggre¬ 
gate  risk  will  be  examined  using  minimum  procedures. 
As  the  risk  profile  increases,  additional  procedures  will 
be  added  that  will  focus  examiners’  attention  on  the 
increased  risk.  Risk  assessment  will  drive  supervisory 
strategies  and  exam  activities;  it  will  facilitate  discus¬ 
sion  with  bank  management  and  directors;  and  it  will 
lead  to  more  efficient  examinations  because  examiners 
will  focus  on  the  risk  or  risks  most  critical  to  a  bank,  and 
they  will  not  focus  on  areas  of  low  risk. 

Examiners  will  discuss  their  conclusions  on  risk  assess¬ 
ment  with  appropriate  bank  management  and  direc¬ 
tors,  which  is  an  essential  part  of  this  program  because 


bank  management’s  input  may  help  clarify  or  change 
an  examiner's  risk  assessment  conclusions.  And  while 
the  OCC  does  not  require  bankers  to  adopt  a  similar 
risk  assessment  process,  examiners  are  required  to 
communicate  the  rationale  for  their  decisions  in 
evaluating  risk. 

These  discussions  between  the  OCC  and  bank 
management  will  lead  to  a  common  understanding  of 
the  risks  and  the  strengths  and  weaknesses  of  risk 
management.  In  all  cases,  this  assessment  of  risk  is  an 
internal  OCC  process  and  does  not  require  the  banks 
to  do  any  additional  paperwork  or  assemble  any  addi¬ 
tional  records.  Moreover,  the  cornerstone  of  this 
process  is  the  belief  that  risk  management  is  the 
responsibility  of  management  and  the  board,  not  the 
examiners. 

In  1994,  we  established  streamlined  examination  pro¬ 
cedures  for  noncomplex  banks  with  traditional  banking 
activities  that  share  a  common  risk  profile.  Last  year,  we 
began  implementing  our  supervision  by  risk  program 
in  the  banks  over  $1  billion  in  assets.  Our  program  for 
community  banks  with  nontraditional  bank  activities  will 
be  released  in  the  upcoming  weeks  and  implemented 
later  this  year. 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
House  Committee  on  Banking  and  Financial  Services,  on  risk  assessment, 
Washington,  DC,  March  13,  1996 


Statement  required  by  12  USC  250:  The  views  ex¬ 
pressed  herein  are  those  of  the  Office  of  the  Comptroller 
of  the  Currency  and  do  not  necessarily  represent  the 
views  of  the  President. 

Mr.  Chairman  and  members  of  the  committee,  thank 
you  for  this  opportunity  to  participate  in  today’s  hearing 
on  risk  assessment.  For  130  years,  the  Office  of  the 
Comptroller  of  the  Currency  (OCC)  has  been  respon¬ 
sible  for  safeguarding  the  safety  and  soundness  of 
national  banks  through  supervision  and  regulation,  and 
throughout  our  proud  history,  the  OCC  has  worked  to 
improve  the  effectiveness  of  its  supervision. 

History  has  taught  us  repeatedly  that  on-site,  hands-on 
examination  of  a  bank  is  critical.  It  has  also  taught  us 
that  supervision  must  be  forward-looking,  and  that 
many  traditional  banking  activities,  like  lending,  can  be 
as  risky  as  nontraditional  ones.  When  I  became  Comp¬ 
troller  nearly  three  years  ago,  I  set  as  a  priority  the 
improvement  of  supervision  at  the  OCC.  In  doing  this, 

I  wanted  us  to  build  on  the  past  and  to  use  what  we 
have  learned  to  improve  our  supervision.  As  my  tes¬ 
timony  will  describe,  I  have,  with  the  help  of  the  OCC’s 
many  dedicated  professionals,  made  a  number  of  im¬ 
portant  changes  to  our  supervision  that  enhance  safety 
and  soundness  and  increase  the  effectiveness  of  our 
supervision  by  better  focusing  our  resources  on  those 
activities  and  products  presenting  the  greatest  risks. 
The  OCC’s  current  risk-based  approach  to  supervision 
builds  on  the  lessons  of  the  past  while  retaining  the 
fundamental  elements  of  on-site,  hands-on  examina¬ 
tion  of  banks.  We  believe  the  changes  we  have  made 
improve  the  safety  and  soundness  of  the  national  bank¬ 
ing  system. 

Changes  in  the  Banking  Environment  and  in  OCC 
Supervision 

Recent  changes  in  the  financial  services  area,  and  the 
increasing  pace  of  change,  have  had  important  im¬ 
plications  for  banks  and  their  supervisors.  The  differen¬ 
ces  between  the  largest  institutions  and  smaller  banks, 
which  are  the  vast  majority  of  institutions,  are  widening, 
necessitating  different  approaches  to  supervising 
them  For  example,  consolidation  in  the  banking  in¬ 
dustry  is  concentrating  bank  activity  in  fewer,  larger 
institutions  Although  many  banks  are  making  greater 
use  of  sophisticated  financial  products  such  as  deriva¬ 
tives,  derivatives  activity  is  highly  concentrated  in  the 
largest  banking  companies  Many  smaller  banks  that 


concentrate  on  traditional  banking  businesses  face 
increased  competition  for  funds  and  for  customers. 
Thus,  innovations  in  the  financial  services  area  are 
affecting  all  banks. 

In  addition  to  product  changes,  changes  in  public 
policy,  such  as  the  lifting  of  interest  rate  ceilings  on 
deposits  in  the  1980s  and  the  recent  legislation 
authorizing  interstate  branching,  have  had  profound 
effects  on  the  way  banks  do  business.  Banks  are 
continuing  to  evolve  away  from  just  taking  retail 
deposits  and  making  short-term  commercial  loans.  As 
I  have  noted,  they  face  greater  competition  for  retail 
funding,  as  consumers  have  a  growing  array  of  alter¬ 
natives  for  their  savings,  and  core  deposits  appear  to 
be  less  stable  than  they  have  been  in  the  past.  Banks 
are  deriving  larger  portions  of  their  revenue  from  ac¬ 
tivities  such  as  consumer  lending,  trading,  and  retail 
investment  sales,  and  the  distinctions  between  com¬ 
mercial  banks  and  other  financial  intermediaries,  such 
as  investment  banks  and  finance  companies,  continue 
to  blur.  To  illustrate,  the  share  of  consumer  sector  loans 
in  commercial  bank  portfolios  has  grown  dramatically 
in  recent  years,  from  18  percent  in  1984  to  nearly  27 
percent  in  the  third  quarter  of  1995,  and  is  now  greater 
than  the  share  of  commercial  sector  loans,  which  fell 
from  30  percent  to  25  percent  during  that  time  period. 

While  these  changes  have  not  altered  the  fundamental 
business  of  banking,  which  is  to  assume,  assess,  and 
manage  financial  risk,  they  are  making  risk  manage¬ 
ment  more  complicated,  and  the  need  for  banks  and 
their  regulators  to  focus  on  both  the  quantity  of  risk  and 
the  quality  of  risk  management  is  greater  than  ever 
before.  Last  year’s  events  involving  the  former  Barings 
Bank  and  Daiwa  Bank  underscore  the  importance  of 
banks’  risk  management  systems,  including  their  inter¬ 
nal  controls,  and  bank  supervisors’  ability  to  evaluate 
both  the  quantity  of  risk  and  the  quality  of  risk  manage¬ 
ment. 

For  some  time,  risk  management  as  practiced  by 
banks,  particularly  larger  ones,  has  been  moving 
toward  systematic,  quantitative  methods  to  identify, 
measure,  monitor,  and  control  aggregate  risks  across 
all  of  a  firm’s  activities  and  products.  The  federal  bank 
supervisors  are  also  adapting  the  methods  they  use  to 
carry  out  their  supervisory  responsibilities.  The  OCC 
has  endeavored  to  stay  at  the  forefront  by  undertaking 
a  number  of  initiatives  to  improve  national  bank  safety 
and  soundness  by  focusing  our  supervision  on  risk  I 
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will  now  describe  some  of  our  more  recent  initiatives  in 
this  regard. 

Improvements  in  Information 

To  better  identify  current  or  emerging  risks  in  the  bank¬ 
ing  system,  the  OCC  has  greatly  increased  the  range 
and  quality  of  information  available  to  our  examination 
staff  and  improved  the  dissemination  of  that  informa¬ 
tion.  In  our  Washington  headquarters  and  district  of¬ 
fices,  OCC  analysts  study  the  changes  that  arise  from 
legal,  regulatory,  and  competitive  sources  as  well  as 
product  innovation  to  identify  emerging  trends  that 
could  potentially  pose  significant  risk  to  the  banking 
system.  For  example,  the  OCC’s  economics  depart¬ 
ment  is  building  a  comprehensive  information  system 
that  will  include  current  and  historical  bank  structure, 
financial,  and  supervisory  data. 

The  OCC  has  teams  of  credit  specialists  who  collect 
information  and  perform  analyses  of  industries  where 
bank  credit  is  concentrated  —  such  as  the  automotive 
industry,  retailing,  and  telecommunications  —  evaluat¬ 
ing  their  condition,  prospects,  and  prevalent  underwrit¬ 
ing  standards.  Since  1984,  the  OCC  has  had 
examiners-in-charge  in  residence  at  the  largest  nation¬ 
al  banks,  and  since  the  late  1980s,  we  have  stationed 
examination  teams  at  those  banks  full-time.  Recently, 
we  have  built  upon  that  presence  by  having  the  ex¬ 
aminers-in-charge  at  the  10  largest  banks  meet 
regularly  with  OCC  senior  management  to  share  infor¬ 
mation  and  discuss  emerging  issues. 

Increased  Examination  Expertise 

The  OCC  has  devoted  extensive  resources  over  the 
past  three  years  to  broadening  examiner  skills  and 
knowledge,  especially  regarding  risk  assessment  in 
today’s  banking  system.  We  have  enhanced  our  train¬ 
ing  programs,  or  developed  new  ones,  for  specialized 
areas  such  as  capital  markets,  bank  information  sys¬ 
tems,  and  consumer  compliance.  In  July  1992,  for 
example,  the  OCC  created  the  Capital  Markets  Training 
Program  to  address  the  proliferation  and  complexity  of 
bank  capital  markets  activities  and  their  implications  for 
banks’  risk  management  strategies.  The  program 
provides  advanced  technical  training  for  examiners 
specializing  in  bank  capital  markets  activities  and 
covers  such  topics  as  interest  rate  risk,  bank  liquidity, 
quantitative  risk  measurement  techniques,  risk  man¬ 
agement  systems,  derivative  products,  bank  dealer 
activities,  mortgage  banking,  and  trading. 

In  recognition  of  the  growing  technical  sophistication  of 
banks’  risk  management  systems,  I  created  within  our 
economics  department  a  new  division  dedicated  to  risk 
assessment.  To  staff  the  division,  we  brought  in  Ph.D. 


economists  with  technical  expertise  in  quantitative 
methods  and  the  economic  assumptions  underlying 
banks’  risk  management  systems.  I  want  to  emphasize 
that  these  technical  experts  do  more  than  conduct 
intellectual  exercises  from  a  remote  location  —  they  are 
on  the  front  lines  of  bank  supervision.  In  1995,  OCC 
economists  participated  in  36  examinations  of  large 
banks,  helping  examiners  to  evaluate  banks’  risk  meas¬ 
urement  methods  for  interest  rate  risk,  trading,  and 
derivatives  activities.  Bankers  tell  us  that  these  new 
perspectives  on  supervision  add  value  as  they  look  for 
ways  to  develop  and  perfect  the  various  modeling  tools 
they  use  to  manage  risk. 

Increased  Attention  to  Areas  of  Risk 

The  OCC  has  been  a  leader  in  the  realm  of  derivatives 
oversight.  Soon  after  I  became  Comptroller,  I  recruited 
Douglas  E.  Harris,  a  leading  expert  on  the  derivatives 
activity  of  major  Wall  Street  securities  firms  and  com¬ 
mercial  banking  organizations,  to  lead  the  OCC’s  ef¬ 
forts  to  draft  new  policies  for  supervision  of  banks’ 
derivatives  activities.  Under  his  oversight,  the  OCC  has 
issued  policy  statements,  detailed  examiner  guidance, 
and  comprehensive  examination  procedures  covering 
the  risks  involved  in  over-the-counter  and  exchange- 
traded  derivatives,  mortgage  derivative  products, 
structured  notes,  futures  commission  merchant  opera¬ 
tions,  emerging  market  activities,  and  derivative  dealer 
sales  practices. 

In  1994,  OCC  examiners,  observing  the  rapid  growth  in 
bank  credit  card  operations  and  increased  competition 
among  the  major  issuers,  became  concerned  that 
changes  in  industry  underwriting  standards  could  ex¬ 
pose  banks  to  increased  risk.  Accordingly,  we  con¬ 
ducted  a  review  of  the  credit  card  operations  of  the  15 
largest  national  bank  credit  card  issuers  and  identified 
several  areas  where  operations  in  these  banks  could 
improve.  We  worked  with  these  banks  to  ensure  they 
made  the  changes  necessary  to  correct  these  weak¬ 
nesses. 

As  another  example,  in  1994  and  1995,  we  performed 
special  examinations  of  banks  conducting  retail  sales 
of  nondeposit  investment  products  as  part  of  their 
regularly  scheduled  examinations.  We  want  to  ensure 
that  banks  operate  their  programs  in  a  manner  that  is 
safe  and  sound  and  in  compliance  with  OCC  guidelines 
and  statements,  and  with  all  applicable  laws  and 
regulations. 

In  1995,  I  formed  the  National  Credit  Committee  be¬ 
cause  of  growing  concerns  about  erosion  in  credit 
underwriting  standards.  The  committee  surveyed  loan 
standards  at  the  40  largest  national  banks,  identified 
areas  that  needed  improvement,  and  communicated 
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their  findings  to  bank  management.  The  committee 
continues  to  help  the  OCC  identify  and  respond  to 
changes  in  credit  risk  that  could  affect  the  safety  and 
soundness  of  the  national  banking  system. 

We  recently  established  a  Bank  Technology  Committee 
to  monitor  the  impact  of  changing  technology  on  na¬ 
tional  bank  activities.  We  have  charged  the  committee 
with  determining  the  nature  and  quantity  of  risk  from 
bank  use  of  new  technology,  how  the  use  of  technology 
can  be  best  supervised,  and  whether  OCC  examiners 
who  specialize  in  bank  use  of  technology  need  addi¬ 
tional  training  or  information  to  make  sure  national 
banks  are  managing  this  risk  appropriately. 

In  another  important  initiative,  in  mid-1993,  the  OCC, 
for  the  first  time  in  its  130-year  history,  initiated  a  review 
of  its  entire  set  of  regulations.  That  Regulation  Review 
Program  is  part  of  the  OCC's  overall  effort  to  promote 
an  environment  in  which  banks  prudently  manage  risk 
and  we  appropriately  monitor  risk. 

Among  other  objectives,  the  program  seeks  to  ensure 
that  OCC  regulations  focus  on  the  activities  and 
products  that  present  the  greatest  risks  to  safety  and 
soundness.  As  of  January  of  this  year,  all  OCC  regula¬ 
tions  have  either  been  proposed  and  published  for 
public  comment,  or  revised  and  published  in  final  form. 

Targeting  Our  Examination  Procedures 

The  examination  procedures  for  noncomplex  com¬ 
munity  banks  that  the  OCC  introduced  in  1994  are 
another  example  of  the  OCC’s  risk-based  approach. 
Noncomplex  banks  are  generally  smaller  institutions 
with  similar  financial  performance,  higher  capital  levels, 
good  management,  and  traditional  lines  of  business. 
The  OCC  developed  the  noncomplex  procedures  in 
recognition  of  these  institutions’  common  risk  profile. 

Organizational  Changes 

The  OCC’s  organizational  structure  reflects  its  risk- 
based  focus.  In  addition  to  the  changes  in  the 
economics  department  that  I  have  described,  the  OCC 
has  created  a  new  position  —  Director  for  Large  Bank 
Supervision  —  to  ensure  the  effectiveness  and  efficien¬ 
cy  of  our  examinations  in  large  banks. 

The  OCC  is  also  creating  a  new  position  for  a  national 
risk  expert,  the  Deputy  Comptroller  for  Risk  Evaluation. 
That  individual  will  help  the  OCC  identify  risks  in  nation¬ 
al  banks,  assist  in  developing  timely  supervisory 
responses,  and  monitor  them  to  ensure  that  supervisory 
responses  are  effective  He  or  she  will  be  my  principal 
advisor  on  risks  facing  the  national  banking  system  and 
will  also  chair  the  OCC's  National  Risk  Committee. 


which  is  charged  with  identifying  potentially  serious 
risks  to  the  banking  system. 

The  OCC’s  Supervision  by  Risk  Program 

Another  important  part  of  the  OCC’s  risk-based  ap¬ 
proach  is  the  supervision  by  risk  program.  Under  su¬ 
pervision  by  risk,  examiners  formally  incorporate  risk 
assessment  into  bank  examinations.  The  program  en¬ 
sures  that  we  concentrate  resources  on  the  most  im¬ 
portant  risks  and  risk  management  weaknesses  we  find 
in  a  particular  institution,  and  it  helps  the  OCC  respond 
to  current  and  future  risks  to  banks  and  the  financial 
system.  Specifically,  supervision  by  risk  provides  a 
rigorous,  disciplined  structure  to  the  OCC’s  process  for 
assessing  the  quantity  of  risk  and  the  quality  of  risk 
management  in  an  institution. 

We  began  to  implement  supervision  by  risk  for  large 
banks  —  those  banks  with  over  $1  billion  in  assets  — 
last  year.  We  issued  a  new  section  of  the  Comptroller's 
Handbooks  January,  “Large  Bank  Supervision,”  which 
incorporates  the  supervision  by  risk  philosophy.  This 
year,  all  examinations  of  large  banks  will  incorporate 
the  concepts  outlined  in  this  program.  We  will  soon 
release  new  guidance  to  apply  the  supervision  by  risk 
philosophy  to  all  community  banks,  both  complex  and 
noncomplex.  Examiners  will  use  the  noncomplex  pro¬ 
cedures  I  mentioned  above  in  those  areas  of  com¬ 
munity  banks  that  exhibit  a  low  quantity  of  risk  and 
effective  risk  management  practices. 

The  supervision  by  risk  program  includes  a  common 
vocabulary  that  identifies  nine  major  categories  of  risk 
—  credit  risk,  interest  rate  risk,  liquidity  risk,  price  risk, 
foreign  exchange  risk,  transaction  risk,  compliance 
risk,  strategic  risk,  and  reputation  risk  —  for  examiners 
to  use  in  assessing  a  bank’s  risk  profile.  The  attached 
appendix  includes  detailed  descriptions  of  the  nine  risk 
categories. 

The  definitions  provide  a  common  language  and  struc¬ 
ture  for  bankers  and  examiners  to  evaluate  and  discuss 
risk  and  are  based  on  common  usage  in  the  banking 
industry.  They  clarify  for  bankers  the  kinds  of  risk  the 
OCC  will  be  assessing  in  their  institutions.  We  believe 
these  nine  categories  capture  the  full  range  of  risks  that 
banks,  and  other  financial  services  firms,  face  today 
and  that  they  might  face  in  the  future. 

While  these  risk  categories  are  distinct,  in  practice  bank 
products  and  activities  often  involve  several  risks  simul¬ 
taneously.  For  example,  holding  a  U  S.  government 
security  exposes  a  bank  to  at  least  three  kinds  of  risk: 
interest  rate  risk,  liquidity  risk,  and  transaction  risk 
These  risks  can  interrelate  and  overlap  in  various  and 
often  complex  ways. 
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The  OCC  Examination  Process  Under  Supervision 
by  Risk 

Although  supervision  by  risk  shifts  the  focus  of  OCC 
supervision,  our  core  function  remains  unaltered:  we 
assess  a  bank’s  condition  by  examining  the  bank’s 
products  and  activities,  and  we  ensure  that  the  bank  is 
complying  with  applicable  laws.  Supervision  by  risk 
modifies  our  examination  process  by  framing  it  within  a 
consistent  structure  and  providing  discipline  for  the 
evaluation  of  risk. 

Before  examining  a  bank,  examiners  use  available 
information  about  the  condition  of  the  bank  to  perform 
an  initial  risk  assessment  for  that  bank.  Based  on  that 
analysis,  our  examiners  develop  an  initial  supervisory 
strategy  that  focuses  our  attention  on  the  areas  of 
greatest  risk  in  the  institution  and  details  our  examina¬ 
tion  and  communication  plans  for  that  bank. 

During  the  examination,  examiners  measure  and 
evaluate  a  bank’s  risk  using  common  evaluation  factors 
and  a  new,  standard  format  which  we  call  the  risk 
assessment  system.  Our  risk  assessment  system 
varies  for  large  and  community  banks,  although  the 
principles  are  similar.  The  appendix  contains  a  more 
detailed  description  of  the  process. 

In  the  past,  the  OCC  generally  conducted  examinations 
product-by-product.  One  member  of  an  examination 
team  might  examine  the  bank’s  investment  portfolio, 
while  another  team  member  might  examine  the  bank’s 
commercial  loans.  Under  supervision  by  risk,  ex¬ 
aminers  still  look  at  a  particular  activity  or  product,  e.g., 
the  bank’s  investment  or  commercial  loan  portfolio. 
However,  examiners  assess  each  applicable  risk  within 
that  activity  or  product,  then  draw  conclusions  regard¬ 
ing  the  quantity  of  risk  and  the  quality  of  risk  manage¬ 
ment  for  each  of  those  activities  or  products.  Then,  an 
examiner-in-charge  compiles  the  individual  examiner 
assessments  and  produces  a  combined  risk  assess¬ 
ment  for  each  of  the  risk  categories  for  the  entire  bank. 

If  we  find  that  the  bank  is  not  properly  managing  risk, 
we  work  with  bank  management  to  ensure  that  the  bank 
takes  corrective  action,  either  to  reduce  the  quantity  of 
risk  or  to  improve  its  risk  management  systems.  For 
example,  if  we  find  that  a  bank’s  internal  controls  are 
weak,  or  lacking,  we  will  require  that  the  bank  improve 
them.  Also,  OCC  examiners  will  use  their  conclusions 
about  the  quantity  of  risk  and  the  quality  of  risk  manage¬ 
ment  for  each  category  of  risk  to  judge  a  bank’s  capital 
adequacy.  If  the  examiners  determine  that  the  level  of 
capital  a  bank  maintains  is  not  commensurate  with  its 
risk  exposure  or  the  management  of  that  risk,  they  will 
direct  the  bank  to  address  the  problem  through  some 


combination  of  increased  capital,  reduced  risk,  or  im¬ 
proved  risk  management  systems. 

Examiners  revise  the  initial  supervisory  strategy  when¬ 
ever  they  revise  the  risk  evaluation  or  receive  new 
information  about  the  bank’s  condition.  Therefore,  we 
always  have  a  risk-based  strategy  for  supervising  each 
national  bank  that  reflects  the  most  current  information 
about  the  bank’s  condition.  Our  examiners  discuss  this 
strategy  with  bank  management  when  it  is  initially  for¬ 
mulated,  whenever  it  is  altered,  and  again  before  each 
examination. 

I  want  to  stress  again  that  the  supervision  by  risk 
process  does  not  displace  regular  testing  and  valida¬ 
tion  of  a  bank’s  transactions,  e.g.,  of  individual  loans  in 
a  bank’s  portfolio.  In  all  national  banks,  we  continue  to 
evaluate  the  quantity  of  risk  and  the  quality  of  risk 
management  systems  through  sampling  and  transac¬ 
tion-based  testing,  and  in  the  noncomplex,  community 
banks,  we  rely  almost  exclusively  on  transaction-based 
testing  to  evaluate  the  bank’s  risk.  Supervision  by  risk 
does  not  lead  our  examiners  to  focus  on  areas  of  high 
risk  to  the  exclusion  of  other  areas.  Instead,  we  tailor 
the  amount  or  type  of  examination  procedures  we  use 
according  to  the  risk  present. 

As  I  noted  earlier,  the  OCC  stations  permanent,  resident 
examiners  in  the  largest  national  banks  who  con¬ 
tinuously  monitor  all  the  bank’s  activities.  Moreover, 
supervision  by  risk  does  not  in  any  way  displace  the 
importance  of  capital  in  our  supervision  process.  We 
evaluate  a  bank’s  risk  within  the  context  of  a  bank’s 
capital  and  earnings,  and  we  continue  to  emphasize 
the  role  of  capital  as  a  tool  in  a  bank’s  overall  risk 
management.  As  we  have  done  in  the  past,  the  OCC 
urges  individual  national  banks  to  increase  their  capital 
when  risks  are  high  or  not  well  managed. 

I  also  would  like  to  emphasize  that  the  supervision  by 
risk  program  does  not  impose  any  additional  paper¬ 
work  burden  on  banks,  and  that  it  does  not  replace  the 
interagency  framework  the  agencies  use  to  rate  banks' 
capital  adequacy,  asset  quality,  management,  earn¬ 
ings  performance,  and  liquidity  (CAMEL).  Rather,  the 
two  systems  exist  in  tandem.  Under  the  CAMEL  system, 
examiners  assess  the  bank’s  performance  to  derive  a 
conclusion  about  its  current  condition.  Supervision  by 
risk  focuses  our  attention  on  areas  of  current  and 
emerging  risk,  and  focuses  our  examination  resources 
on  areas  of  higher  risk.  That  said,  the  agencies  are 
working  together  to  amend  the  CAMEL  system  to  incor¬ 
porate  all  of  our  efforts  to  better  assess  current  and 
future  risk  and  the  quality  of  risk  management.  We  will 
continue  to  reassess  the  relationship  of  CAMEL  and 
supervision  by  risk  as  both  systems  evolve. 
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Advantages  of  the  Risk-Based  Approach 

T he  OCC’s  risk-based  approach  to  supervision,  and  the 
supervision  by  risk  program,  improve  the  scope  and 
efficiency  of  supervision  by  focusing  the  supervisor’s 
and  the  bank’s  attention  on  what  is  most  important  to 
ensuring  safety  and  soundness  —  the  need  to  recog¬ 
nize  both  the  quantity  and  complexities  of  risk,  to 
monitor  and  control  risk,  and  to  anticipate  risk  that  may 
arise  in  the  future.  Hence,  an  important  benefit  is  that 
supervision  by  risk  focuses  banks  on  the  OCC’s  expec¬ 
tations  for  sound  risk  management  systems  and  en¬ 
courages  banks  to  improve  their  risk  management 
practices.  Bankers  and  their  advisors  tell  us  they  are 
supportive  of  the  OCC’s  efforts  to  focus  on  risk,  while 
acknowledging  that  their  internal  systems  for  risk 
management  are  still  developing. 

Supervision  by  risk  expands  both  the  depth  and  range 
of  risk  assessment  by  encouraging  examiners  to  iden¬ 
tify  risks  across  the  entire  spectrum  of  a  bank’s  ac¬ 
tivities.  While  a  bank  may  have  a  modest  amount  of  a 
particular  kind  of  risk  (e.g.,  credit  risk)  in  one  activity, 
there  may  be  a  significant  amount  of  this  risk  across 
several  activities  at  the  bank.  Similarly,  there  may  be 
several  different  risks  within  a  single  product  line. 

Another  important  advantage  of  supervision  by  risk  is 
that  it  is  forward-looking.  Previously,  OCC  examinations 
were  a  snapshot  of  the  bank’s  current  condition.  By 
contrast,  examinations  under  supervision  by  risk  go 
beyond  recognizing  the  effect  of  past  activities  and 
evaluating  the  bank’s  current  condition,  and  identify 
emerging  areas  of  risk.  It  encourages  examiners  to 
anticipate  problems.  Moreover,  it  is  flexible  enough  to 
accommodate  the  new  products  and  services  and 
different  risk  combinations  that  will  inevitably  arise  as 
banking  continues  to  change. 

The  Treatment  of  Complex  Instruments  in  the 
OCC’s  Risk-Based  Approach 

Your  letter  of  invitation  asked  me  to  describe  how  the 
OCC  incorporates  complex  instruments  such  as 
derivatives  in  its  risk  assessment  process.  Our  ap¬ 
proach  to  examining  complex  financial  instruments, 
including  derivatives,  depends  on  the  risks  that  result 
from  the  bank's  use  of  those  instruments.  The  vast 
majority  of  banks  are  end-users  of  such  instruments  in 
conjunction  with  their  management  of  structural  interest 
rate  risk  positions.  A  few  large  institutions  also  actively 
trade  derivatives  and  other  complex  financial  instru¬ 
ments  in  their  dealing  activities.  Accordingly,  we  require 
our  examiners  to  focus  on  the  primary  sources  and 
magnitude  of  risk  and  the  quality  of  bank  management 
overseeing  these  areas  Although  our  approach 


focuses  on  the  bank’s  overall  risk  profile,  examinations 
necessarily  require  us  to  evaluate  and  test  individual 
transactions. 

Some  institutions  have  only  a  few  complex  holdings,  or 
their  holdings  are  confined  to  certain  areas  of  the  bank, 
which  are  relatively  easy  to  supervise.  For  example,  in 
the  case  of  structured  notes  held  in  a  bank's  investment 
portfolio,  we  can  evaluate  the  types  of  instruments  held 
and  the  sensitivity  analyses  used  by  banks,  and  we  can 
test  the  values  through  independent  pricing  services  or 
through  in-house  pricing  models.  Our  most  important 
concern  is  how  the  performance  of  those  instruments 
is  incorporated  into  the  overall  management  of  the 
bank’s  liquidity  and  interest  rate  risk. 

A  few  institutions  use  more  complex  instruments  in  a 
variety  of  ways.  For  example,  a  bank  may  hold  col¬ 
lateralized  mortgage  obligations  in  its  investment  ac¬ 
count,  a  large  volume  of  adjustable-rate  mortgages  in 
its  loan  account,  and  interest  rate  swaps  that  amortize 
based  on  a  mortgage  prepayment  index  as  an  off- 
balance-sheet  item.  Our  principal  concern  would  be  to 
ensure  that  management  is  aware  of  the  various  sen¬ 
sitivities  of  these  holdings,  that  the  bank  consistently 
and  thoroughly  analyzes  the  positions,  and  that  the 
bank  appropriately  measures  and  monitors  the  ag¬ 
gregate  impact  on  the  bank’s  overall  liquidity,  interest 
rate,  and  price  risks.  We  would  also  ensure  that  bank 
management  has  appropriate  risk  limits  and  sufficient 
flexibility  to  adjust  the  risks  from  these  holdings.  Finally, 
we  would  ensure  that  oversight  mechanisms  such  as 
risk  control  units  and  auditors  were  performing  ap¬ 
propriate  independent  reviews  of  the  activities  and 
related  internal  controls. 

Further  Challenges 

The  initiatives  I  have  described  are  only  the  first  step 
in  the  OCC’s  task  of  fully  integrating  the  risk-based 
philosophy  into  our  day-to-day  supervision  of  nation¬ 
al  banks.  As  we  implement  the  supervision  by  risk 
program,  we  are  working  to  minimize  confusion  and 
inconsistency  by  educating  bankers  and  examiners 
about  how  the  program  changes  our  examinations. 
For  example,  OCC  staff  are  making  presentations  on 
supervision  by  risk  to  banker  and  examiner  audien¬ 
ces.  OCC  managers  have  discussed  the  supervision 
by  risk  program  with  all  the  examiners-in-charge  at 
large  banks,  and  with  district  management.  We  have 
also  provided  our  districts  with  educational  materials 
for  their  use  in  outreach  meetings  with  bankers.  We 
will  continue  to  revise  and  refine  the  supervision  by 
risk  process  as  we  gain  experience  in  applying  its 
principles  and  receive  feedback  from  both  bankers 
and  examiners. 
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Conclusion 

While  the  core  business  of  banking  —  that  of  taking  on 
and  profiting  from  the  prudent  assumption  of  risk  — 
remains  the  same,  the  way  in  which  banks  carry  out 
their  business  is  rapidly  changing.  In  this  environment, 
it  is  increasingly  important  for  banks  and  their  super¬ 
visors  to  monitor  risk  effectively  and  efficiently.  Many 
banks  have  developed  risk  management  systems  that 
can  identify,  monitor,  and  control  aggregate  risks 
across  their  products  and  activities.  As  bank  super¬ 
visors,  we  have  accommodated  and  encouraged  these 
trends  in  the  industry  by  modifying  our  supervision  to 
focus  on  risk.  However,  much  remains  to  be  done. 
Going  forward,  we  will  integrate  the  risk-based  ap¬ 
proach  into  all  of  our  supervisory  activities,  including 
our  examination  procedures,  examiner  training,  and 
specialty  examination  programs. 

Appendix 

Definition  of  Risk 

For  bank  supervision  purposes,  we  define  banking  risk 
to  be  the  potential  that  events,  expected  or  unan¬ 
ticipated,  may  have  an  adverse  impact  on  the  bank’s 
capital  or  earnings. 

Categories  of  Risk 

The  OCC  has  defined  nine  categories  of  risk  for  bank 
supervision  purposes.  These  risks  are:  credit,  interest 
rate,  liquidity,  price,  foreign  exchange,  transaction, 
compliance,  strategic,  and  reputation.  These 
categories  are  not  mutually  exclusive;  any  product  or 
service  may  expose  the  bank  to  multiple  risks.  For 
analysis  and  discussion  purposes,  however,  the  OCC 
identifies  and  assesses  the  risks  separately. 

Credit  risk  is  the  risk  to  earnings  or  capital  arising  from 
an  obligor’s  failure  to  meet  the  terms  of  any  contract 
with  the  bank  or  otherwise  fail  to  perform  as  agreed. 
Credit  risk  is  found  in  all  activities  where  success 
depends  on  counterparty,  issuer,  or  borrower  perfor¬ 
mance.  It  arises  any  time  bank  funds  are  extended, 
committed,  invested,  or  otherwise  exposed  through 
actual  or  implied  contractual  agreements,  whether 
reflected  on  or  off  the  balance  sheet. 

Credit  risk  is  the  most  recognizable  risk  associated  with 
banking.  This  definition,  however,  encompasses  more 
than  the  traditional  definition  associated  with  lending 
activities.  Credit  risk  also  arises  in  conjunction  with  a 
broad  range  of  bank  activities,  including  selecting  in¬ 
vestment  portfolio  products,  derivatives  trading  part¬ 
ners,  or  foreign  exchange  counterparties.  Credit  risk 


also  arises  due  to  country  or  sovereign  exposure,  as 
well  as  indirectly  through  guarantor  performance. 

Interest  rate  risk  is  the  risk  to  earnings  or  capital  arising 
from  movements  in  interest  rates.  The  economic  per¬ 
spective  focuses  on  the  value  of  the  bank  in  today's 
interest  rate  environment  and  the  sensitivity  of  that 
value  to  changes  in  interest  rates.  Interest  rate  risk 
arises  from  differences  between  the  timing  of  rate  chan¬ 
ges  and  the  timing  of  cash  flows  (repricing  risk);  from 
changing  rate  relationships  among  different  yield  cur¬ 
ves  affecting  bank  activities  (basis  risk);  from  changing 
rate  relationships  across  the  spectrum  of  maturities 
(yield  curve  risk);  and  from  interest-related  options 
embedded  in  bank  products  (options  risk). 

The  evaluation  of  interest  rate  risk  must  consider  the 
impact  of  complex,  illiquid  hedging  strategies  or 
products,  and  also  the  potential  impact  on  fee  in¬ 
come  which  is  sensitive  to  changes  in  interest  rates. 
In  those  situations  where  trading  is  separately 
managed  this  refers  to  structural  positions  and  not 
trading  portfolios. 

The  assessment  of  interest  rate  risk  should  consider 
risk  from  both  an  accounting  perspective  (i.e.,  the  effect 
on  the  bank’s  accrual  earnings)  and  the  economic 
perspective  (i.e.,  the  effect  on  the  market  value  of  the 
bank’s  portfolio  equity).  In  some  banks,  interest  rate  risk 
is  captured  under  a  broader  category  of  market  risk.  In 
contrast  to  price  risk,  which  focuses  on  the  mark-to- 
market  portfolios  (e.g.,  trading  accounts),  interest  rate 
risk  focuses  on  the  value  implications  for  accrual 
portfolios  (e.g.,  held-to-maturity  and  available-for-sale 
accounts). 

Liquidity  risk  is  the  risk  to  earnings  or  capital  arising 
from  a  bank’s  inability  to  meet  its  obligations  when  they 
come  due,  without  incurring  unacceptable  losses.  Li¬ 
quidity  risk  includes  the  inability  to  manage  unplanned 
decreases  or  changes  in  funding  sources.  Liquidity  risk 
also  arises  from  the  bank’s  failure  to  recognize  or  ad¬ 
dress  changes  in  market  conditions  that  affect  the 
ability  to  liquidate  assets  quickly  and  with  minimal  loss 
in  value. 

As  with  interest  rate  risk,  many  banks  capture  liquidity 
risk  under  a  broader  category  of  market  risk.  Liquidity 
risk,  like  credit  risk,  is  a  recognizable  risk  associated 
with  banking.  The  nature  of  liquidity  risk,  however,  has 
changed  in  recent  years.  Increased  investment  alter¬ 
natives  for  retail  depositors,  sophisticated  off-balance 
sheet  products  with  complicated  cash-flow  implica¬ 
tions,  and  a  general  increase  in  the  credit  sensitivity  of 
banking  customers  are  all  examples  of  factors  which 
complicate  liquidity  risk. 
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Price  risk  is  the  risk  to  earnings  or  capital  arising  from 
changes  in  the  value  of  portfolios  of  financial  instru¬ 
ments  This  risk  arises  from  market-making,  dealing, 
and  position-taking  activities  in  interest  rate,  foreign 
exchange,  equity,  and  commodities  markets. 

Many  banks  use  the  term  price  risk  interchangeably 
with  market  risk.  This  is  because  price  risk  focuses  on 
the  changes  in  market  factors  (e.g.,  interest  rates, 
market  liquidity,  and  volatilities)  that  affect  the  value  of 
traded  instruments.  The  primary  accounts  affected  by 
price  risk  are  those  which  are  revalued  for  financial 
presentation  (e.g.,  trading  accounts  for  securities, 
derivatives,  and  foreign  exchange  products). 

Foreign  exchange  risk  is  the  risk  to  earnings  or  capital 
arising  from  movement  of  foreign  exchange  rates.  This 
risk  is  found  in  cross-border  investing  and  operating 
activities.  Market-making  and  position-taking  in  foreign 
currencies  should  be  captured  under  price  risk. 

Foreign  exchange  risk  is  also  known  as  translation  risk 
and  it  is  sometimes  captured  as  a  component  of  market 
risk.  Foreign  exchange  risk  arises  from  accrual  ac¬ 
counts  denominated  in  foreign  currency,  including 
loans,  deposits,  and  equity  investments  (i.e.,  cross-bor¬ 
der  investing).  Accounting  conventions  require 
quarterly  revaluation  of  these  accounts  at  current  spot 
rates.  This  revaluation  translates  the  foreign 
denominated  accounts  into  U.S.  dollar  terms. 

Transaction  risk  is  the  risk  to  earnings  or  capital  arising 
from  problems  with  service  or  product  delivery.  This  risk 
is  a  function  of  internal  controls,  information  systems, 
employee  integrity,  and  operating  processes.  Transac¬ 
tion  risk  exists  in  all  products  and  services. 

Transaction  risk  is  also  referred  to  as  operating  or 
operational  risk.  This  risk  arises  on  a  daily  basis  in  all 
banks  as  transactions  are  processed.  It  is  a  risk  that 
transcends  all  divisions  and  products  in  a  bank. 

Compliance  risk  is  the  risk  to  earnings  or  capital  arising 
from  violations  of,  or  nonconformance  with,  laws,  rules, 
regulations,  prescribed  practices,  or  ethical  standards. 
Compliance  risk  also  arises  in  situations  where  the  laws 
or  rules  governing  certain  bank  products  or  activities  of 
the  bank’s  clients  may  be  ambiguous  or  untested. 
Compliance  risk  exposes  the  institution  to  fines,  civil 
money  penalties,  payment  of  damages,  and  the  void¬ 
ing  of  contracts.  Compliance  risk  can  lead  to  a  dimin¬ 
ished  reputation,  reduced  franchise  value,  limited 
business  opportunities,  lessened  expansion  potential, 
and  lack  of  contract  enforceability 

Compliance  risk  is  often  overlooked  as  it  blends  into 
operational  risk  and  transaction  processing  A  portion 


of  this  risk  is  sometimes  referred  to  as  legal  risk.  This  is 
not  limited  solely  to  risk  from  failure  to  comply  with 
consumer  protection  laws;  it  encompasses  all  laws  as 
well  as  prudent  ethical  standards  and  contractual 
obligations.  It  also  includes  the  exposure  to  litigation 
from  all  aspects  of  banking,  traditional  and  nontradi- 
tional. 

Strategic  risk  is  the  risk  to  earnings  or  capital  arising 
from  adverse  business  decisions  or  improper  im¬ 
plementation  of  those  decisions.  This  risk  is  a  function 
of  the  compatibility  of  an  organization’s  strategic  goals, 
the  business  strategies  developed  to  achieve  those 
goals,  the  resources  deployed  against  these  goals,  and 
the  quality  of  implementation.  The  resources  needed  to 
carry  out  business  strategies  are  both  tangible  and 
intangible.  They  include  communication  channels, 
operating  systems,  delivery  networks,  and  managerial 
capacities  and  capabilities. 

Strategic  risk  focuses  on  more  than  an  analysis  of  the 
written  strategic  plan.  It  focuses  on  how  plans,  systems, 
and  implementation  affect  the  bank’s  franchise  value. 
It  also  incorporates  how  management  analyzes  exter¬ 
nal  factors  that  impact  the  strategic  direction  of  the 
company. 

Reputation  risk  is  the  risk  to  earnings  or  capital  arising 
from  negative  public  opinion.  This  affects  the 
institution's  ability  to  establish  new  relationships  or  ser¬ 
vices,  or  continue  servicing  existing  relationships.  This 
risk  can  expose  the  institution  to  litigation,  financial  loss, 
or  damage  to  its  reputation.  Reputation  risk  exposure 
is  present  throughout  the  organization  and  is  why  banks 
have  the  responsibility  to  exercise  an  abundance  of 
caution  in  dealing  with  its  customers  and  community. 
This  risk  is  present  in  activities  such  as  asset  manage¬ 
ment  and  agency  transactions. 

The  assessment  of  reputation  risk  recognizes  the 
potential  impact  of  the  public’s  opinion  on  a  bank’s 
franchise  value.  This  risk  is  inherent  in  all  bank  ac¬ 
tivities.  Banks  which  actively  associate  their  name  with 
products  and  services,  such  as  with  fiduciary  services, 
are  more  likely  to  have  higher  reputation  risk  exposure. 
As  the  bank's  vulnerability  to  public  reaction  increases, 
its  ability  to  offer  competitive  products  and  services 
may  be  affected. 

The  Risk  Assessment  System — The  OCC’s  Process 
for  Documenting  Risks 

Examiners  use  the  risk  assessment  system  to  com¬ 
municate  and  document  judgments  about  the  first 
seven  of  the  risks  defined  above-  -credit,  liquidity,  in¬ 
terest  rate,  price,  foreign  exchange,  transaction,  and 
compliance  risk  Under  the  system,  examiners  make 
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judgments  about  the  quantity  of  risk,  i.e.,  the  level  of 
existing  risk,  and  rate  it  as  high,  moderate,  or  low. 

Examiners  also  reach  a  conclusion  about  the  quality  of 
risk  management,  i.e.,  how  well  bank  management 
identifies,  measures,  monitors,  and  controls  risk.  Ex¬ 
aminers  determine  whether  the  quality  of  risk  manage¬ 
ment  is  weak,  acceptable,  or  strong. 

Examiners  then  determine  the  aggregate  risk  for  each 
of  the  seven  categories,  weighing  the  quantity  of  risk 
against  the  quality  of  risk  management.  They  then 
categorize  aggregate  risk  in  each  category  as  being 
high,  moderate,  or  low. 


Finally,  examiners  determine  the  direction  of  risk,  or  the 
way  that  the  aggregate  risk  profile  is  likely  to  change 
over  the  next  12  months.  They  categorize  direction  as 
decreasing,  stable,  or  increasing. 

For  strategic  and  reputation  risk,  examiners  determine 
what  we  call  the  bank’s  composite  risk.  Composite  risk 
is  a  summary  judgment  reflecting  the  level  of  super¬ 
visory  concern  related  to  these  two  risks,  and  direction 
of  risk,  described  above.  Examiners  rate  composite  risk 
as  high,  moderate,  or  low. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Women’s  Self  Employment  Project  Breakfast  Meeting  for  Bankers,  on 
microenterprise  finance  and  development,  Chicago,  Illinois,  March  14,  1996 


It  is  a  pleasure  to  join  you  this  morning  in  celebrating 
the  10th  anniversary  of  a  remarkable  institution  —  The 
Women’s  Self-Employment  Project.  For  a  decade, 
WSEP  has  worked  relentlessly  to  open  the  doors  of 
opportunity  for  thousands  of  families  in  this  city,  reach¬ 
ing  into  some  of  Chicago’s  poorest  communities,  and 
helping  individuals  and  neighborhoods  alike  to  be¬ 
come  more  self-sufficient.  You  have  kept  the  American 
Dream  alive  through  trying  times  and  in  difficult  places 
...  giving  urban  entrepreneurs  a  reason  to  believe  in  the 
free  enterprise  system,  and  the  support  they  need  to 
see  dreams  realized. 

WSEP  has  involved  remarkable  leaders  from  the  very 
beginning  —  Mary  Houghton  and  Ron  Grzywinski,  who 
first  envisioned  the  Project;  Muhammad  Yunus,  who 
developed  in  his  native  Bangladesh  the  peer  lending 
methodology  that  WSEP  has  adapted  to  Chicago 
realities;  and  Connie  Evans,  the  founding  executive 
director  who  has  wisely  guided  the  organization  over 
the  past  decade,  and  who  has  been  honored  with 
nationwide  leadership  roles,  including  a  presidential 
appointment  to  the  advisory  board  of  the  new  Com¬ 
munity  Development  Financial  Institutions  Fund. 

I  am  very  pleased  to  see  this  turnout  of  so  many 
Chicago  bankers  interested  in  microenterprise  finance 
and  development.  The  past  few  years  have  shown  a 
noticeable  shift  in  bank  support  of  economic  develop¬ 
ment  —  as  a  necessary  complement  to  affordable 
housing  efforts,  and  even  as  the  leading  edge  of  truly 
sustainable  community  development.  These  new 
economic  development  efforts  include  microfinance 
and  other  small  business  lending,  business  training 
and  technical  assistance,  job  training,  business  in¬ 
cubators,  and  business-to-business  mentoring. 

Much  has  been  accomplished,  yet  we  all  know  that 
community  revitalization  and  development  is  an  un¬ 
finished  work.  It  is  a  work  of  progress,  that  remains  a 
work  in  progress.  So  I  applaud  all  of  you  who  are 
committed  to  helping  our  citizens  become  economical¬ 
ly  self-sufficient  through  innovative  methods  of  lending, 
training,  and  asset  building  and,  in  the  process,  helping 
to  rebuild  and  revitalize  Chicago  communities. 

The  Democratization  of  Credit 

As  we  all  know,  there  are  many  parts  to  the  puzzle  that 
must  be  solved  to  provide  economic  opportunity  to  all 
our  citizens  I  am  here  today  to  talk  about  the  one  piece 


of  that  puzzle  that  I  know  best  —  credit  and  banking 
services.  This  morning,  I  would  like  to  focus  on  a 
historical  process  in  American  banking  and  finance  that 
I  have  talked  about  for  several  years:  the  democratiza¬ 
tion  of  credit. 

The  credit  democratization  process  has  brought  the 
American  people  vastly  enhanced  opportunities.  Yet,  it 
is  essential  that  we  all  work  hard  and  in  partnership  to 
ensure  that  this  process  continues,  because  equal 
opportunity  for  all  Americans  is  dependent  upon  the 
continued  democratization  of  credit. 

Today,  Americans  enjoy  access  to  credit  and  financial 
services  that  earlier  Americans  could  never  have  im¬ 
agined.  Just  consider  this  —  if  the  credit  terms  of  1 776 
still  applied  today,  only  a  handful  of  people  in  Chicago 
would  qualify  for  a  bank  loan.  Even  125  years  ago,  it 
was  still  anathema  for  national  banks  to  make  home 
mortgage  loans. 

Before  World  War  I,  and  even  for  many  years  thereafter, 
consumer  lending  was  viewed  as  disreputable  —  as 
were  those  who  sought  such  loans.  Loan  sharks  and 
pawnshops  were  the  main  source  of  consumer  credit, 
often  on  extortionate  terms.  But  that  was  before  the 
American  consumers  proved  their  creditworthiness. 
Bankers  learned  that  it  was  good  business  —  and  good 
public  policy  —  to  expand  their  portfolios  of  consumer 
loans.  And  to  the  surprise  of  most  bankers  of  the  time, 
consumer  installment  loans  outperformed  business 
loans  during  the  Great  Depression,  providing  an  unex¬ 
pected  saving  grace  for  many.  Interesting,  isn’t  it,  that 
a  market  that  banks  deemed  risky  and  considered 
untouchable  proved  —  not  only  to  be  profitable  —  but 
became  their  market  of  the  future. 

Consider  the  parallels  to  low-income  lending  today.  I 
think  the  most  recent  HMDA  data  demonstrate  how 
history  is  repeating  itself.  Between  1993  and  1994 
alone,  there  was  a  27  percent  increase  in  conventional 
home  purchase  loans  to  low-income  households. 
Loans  to  African-American  families  rose  55  percent, 
and  mortgages  made  to  Hispanic-American  families 
made  a  42  percent  jump.  That’s  significant,  particularly 
at  a  time  when  the  market  as  a  whole  was  growing  at 
about  18  percent. 

National  bank  investment  in  community  development 
corporations  and  CDC  projects  has  quadrupled  since 
I  began  my  term  as  Comptroller  three  years  ago.  Last 
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year  alone,  national  banks  made  more  than  $400  million 
in  CDC  investments,  which  will  leverage  over  $1  billion 
in  additional  resources. 

And  to  their  credit,  banks  have  stepped  up  to  the  mark. 
Clearly,  banks  are  embracing  this  market  with  increas¬ 
ingly  open  arms.  I  am  proud  of  the  banking  system  in 
achieving  these  goals,  working  to  build  partnerships 
with  groups  like  WSEP,  and  making  these  commitments 
to  our  communities. 

These  examples  emphasize  how  banks  that  are  both 
responsible  lenders  and  innovators  remain  dedicated 
to  the  credit  democratization  process  and  devise 
sound  programs  that  will  strengthen  both  their  bottom 
lines  and  the  communities  they  serve. 

In  addition  to  mortgage  lending,  the  democratization  of 
credit  throughout  this  century  has  brought  advances  in 
areas  such  as  auto  loans  and  credit  cards.  And  it  is  not 
just  individuals  and  families  that  have  benefited.  We 
also  know  that  consumer  loans  are  one  of  the  major 
sources  of  credit  for  the  very  small  businesses  of 
America:  28  percent  of  all  home  equity  lines  are  used 
for  small  business  purposes,  and  over  40  percent  of  all 
small  businesses  with  fewer  than  five  employees  —  or 
with  less  than  $1 00,000  in  annual  sales  —  use  personal 
credit  cards  for  business  purposes. 

Increasingly,  innovative  banks  are  taking  advantage  of 
new  technology  —  the  Internet,  home  computers,  credit 
scoring  technology — to  marry  new  methods  of  consumer 
lending  with  those  for  small  business  lending.  Five  years 
ago,  we  saw  very  few  large  banks  offering  small  business 
loans  of  less  than  $50,000.  Now,  increasing  numbers  of 
banks  provide  certain  segments  of  the  small  business 
market  with  loans  of  $5,000,  or  even  less.  Many  of  the 
pioneering  banks  have  already  found  these  relationships 
generate  solid  profits. 

And  once  a  bank  has  begun  to  service  a  new  market 
segment,  or  expand  its  product  offerings,  or  test  a  new 
kind  of  product,  it  can  learn  from  that  experience.  Its 
enhanced  understanding  can  yield  a  succession  of 
new  financial  services  at  lower  development  costs  than 
for  those  banks  that  hesitate  to  enter  the  market.  These 
pioneer  banks  can  gain  a  competitive  edge,  and  can 
be  better  positioned  to  offer  the  market  a  succession  of 
even  better  new  financial  services. 

Community  Lenders:  R&D  Laboratories  in  the 
Democratization  of  Credit 

But  let  us  not  lose  sight  of  the  fact  that  banks  are  not 
alone  in  new  financial  product  development.  Com¬ 
munity  lenders  such  as  WSEP  have  been  true  leaders 
in  the  work  of  extending  economic  freedom  and  oppor¬ 


tunity  to  more  Americans.  They  have  continued  to 
develop  and  provide  loans  and  other  financial  services 
to  underserved  neighborhoods  that  bankers  have  not 
yet  figured  out  how  to  serve.  Community  lenders  then 
work  unstintingly  to  improve  the  efficiency  and  useful¬ 
ness  of  these  services. 

This  process  continues  ceaselessly,  so  that  at  any  point 
in  time,  community  lenders  are  probing  to  find  new 
ways  to  service  still  underserved  groups,  to  open  up 
opportunity  for  still  more  Americans,  where  others  have 
given  up.  WSEP  and  other  microenterprise  lenders  are 
the  R&D  laboratories  of  community  development 
finance.  Their  new  financial  products  empower  com¬ 
munities  with  the  resources  needed  for  growth  and 
jobs,  which  permit  the  hard  work  and  determination  of 
people  to  pay  off. 

In  fact,  WSEP  embodies  the  three  essential  truths  of  the 
democratization  of  credit.  First,  the  importance  of  charac¬ 
ter.  WSEP’s  work  demonstrates  emphatically  that  charac¬ 
ter  is  almost  always  more  important  than  wealth  in 
determining  good  credit  risk.  Character  is  at  the  very  core 
of  its  lending  methods,  including  the  innovative  group 
lending  method  WSEP  borrowed  from  the  Grameen  Bank 
and  adapted  to  its  own  Chicago  customers. 

Second,  the  timeless  power  of  a  vision.  WSEP’s  use  of 
innovative  methods  such  as  step-up  lending  has 
created  low-risk  ways  of  extending  credit  to  tiny  busi¬ 
nesses  owned  by  individuals  who  were  not  previously 
served  at  all  by  the  financial  system.  They  are  proving 
before  our  eyes  that  credit  can  be  extended  well 
beyond  what  our  current  skeptics  deem  feasible. 

And  WSEP  continues  to  innovate.  This  organization  is 
a  pioneer  in  introducing  Individual  Development  Ac¬ 
counts:  long-term  savings  accounts  that  give  the  poor 
a  stake  in  the  system,  and  a  route  out  of  poverty.  IDAs 
are,  even  now,  beginning  to  demonstrate  that  poor 
women,  provided  with  appropriate  products,  will  do 
what  they  can  to  invest  in  assets,  and  thereby  a  hopeful 
future  of  home  ownership,  business  ownership,  and 
secure  retirement. 

As  Professor  Michael  Sherraden  of  Washington  Univer¬ 
sity  has  put  it: 

Income  only  maintains  consumption,  but  assets 
change  the  way  people  think  and  interact  in  the 
world.  With  assets,  people  begin  to  think  in  the 
long  term  and  pursue  long-term  goals.  In  other 
words,  while  incomes  feed  people’s  stomachs, 
assets  change  their  heads. 

Third,  the  strength  of  partnership  and  community. 
WSEP  has  created  a  spirit  of  partnership  and  coopora 
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tion  among  its  clients,  the  women  who  own  these  small 
businesses  and  encourage  and  push  each  other,  each 
to  do  her  best.  WSEP  also  operates  in  partnership  with 
prominent  local  banks,  such  as  we  have  just  heard 
about  from  the  Harris  Bank.  Through  such  partnerships, 
WSEP  links  some  of  the  major  banking  organizations  of 
this  great  metropolitan  area  with  the  individual  women 
who,  despite  remarkably  few  resources,  struggle  every 
day  to  maintain  hope  and  to  succeed. 

Encouraging  Community  Development  Partnerships 

Fortunately,  WSEP  is  not  alone  in  its  recognition  that 
more  can  be  done  by  building  community  than  by 
people  working  apart.  All  across  the  country, 
microenterprise  lenders  are  forming  partnerships  with 
banks,  linking  some  of  the  high-tech  capabilities  of 
banks  with  the  microlenders’  new  methods  of  outreach, 
loan  underwriting  and  collection  technologies,  and 
programs  for  asset  development.  These  partnerships 
are  breaking  new  ground  and  yet  —  in  a  sense  —  they 
are  offering  the  same  route  to  the  American  Dream  that 
people  have  trod  for  many  years  now:  through  small 
businesses. 

These  partnerships  combine  the  strengths  of  banks 
with  the  skills  of  microenterprise  organizations.  Banks 
are  pros  at  raising  capital  in  the  marketplace,  local  and 
national.  They  provide  much  of  the  financial  raw 
material  —  often  at  market  rates,  sometimes  even 
secured  with  loan  guarantees  —  to  microlenders,  which 
then  on-lend  the  funds  in  small  amounts  to  their  own 
customers.  Many  banks  provide  the  microlenders  with 
indirect  access  to  technology  that  drives  down  costs  of 
processing  and  monitoring  loan  repayments.  Daily 
modem  or  fax  transmissions  enable  the  microlenders 
to  carry  out  very  good  management  practice  at  very 
low  cost.  Banks  also  allow  their  employees  to  serve  on 
microlenders’  boards,  or  on  their  loan  committees.  Par¬ 
ticularly  after  these  bankers  have  learned  the 
microlending  methodologies,  they  provide  valuable 
support  in  overseeing  the  organization's  management, 
or  in  reviewing  their  larger  loans. 

In  turn,  microlending  organizations  provide  the  essen¬ 
tial  training,  ongoing  technical  assistance,  and  loans  to 
the  microenterprises  that  banks  still  cannot  —  or  have 
not  yet  figured  out  how  to  —  take  on  as  customers.  The 
microlenders  are  able  to  reach  well  into  poor  and 
disadvantaged  communities  to  identify  good  prospec¬ 
tive  clients  that  banks  do  not  yet  serve  Microenterprise 


organizations  continue  to  develop  and  refine  their  train¬ 
ing  and  lending  methodologies  that,  every  day,  trans¬ 
form  the  previously  worthless  promise  of  poor 
Americans  into  a  credible  promise  —  and  that  help  to 
build  a  public  credit  record  that  will  gain  these  cus¬ 
tomers  wider  access  to  credit  in  the  future. 

These  partnerships  of  microlenders,  banks,  and  other 
businesses  are  also  working  together  to  create  new 
breakthroughs  and  to  extend  economic  opportunity 
further.  Some  are  designing  alternative  credit  scoring 
models  to  help  systematize  and  improve  our  under¬ 
standing  of  microenterprise  credit  risks;  others  are 
developing  methods  for  better  measuring  the  costs  of 
each  step  of  the  credit  delivery  process  to  guide  the 
development  of  profit  centers;  and  still  others  are  ex¬ 
ploring  the  possibilities  of  packaging  and  securitizing 
microloans,  with  the  aim  of  eventually  creating  a  secon¬ 
dary  market  for  small  business  and  microenterprise 
loans.  In  these  and  other  ways,  bankers  and  community 
lenders  have  become  allies  in  the  process  of  product 
innovation. 

Conclusion 

Today,  we  all  have  increased  responsibilities  to  keep 
the  pace  of  change  and  innovation  going  in  a  safe, 
sound,  responsible  manner.  Because  the  democratiza¬ 
tion  of  credit’s  momentum  can  be  slowed  if  we  fail  to 
act  responsibly  —  as  banks,  as  community  lenders, 
and  as  regulators. 

I  believe  that  the  OCC  has  a  role  to  play  in  the  demo¬ 
cratization  of  credit  process  by  helping  to  create  com¬ 
munity  development  partnerships  that  build  on  the 
bedrock  of  safety  and  soundness.  That  is  one  of  the 
reasons  the  OCC  has  hired  community  development 
specialists  in  all  of  our  district  offices.  Many  of  you  have 
already  met  Roosevelt  Washington,  who  works  out  of 
the  OCC’s  Central  District  in  Chicago.  Roosevelt, 
please  stand  for  those  here  who  have  not  yet  met  you. 

You  have  come  to  this  breakfast  honoring  WSEP  be¬ 
cause  you  want  to  be  partners  and  leaders  for  the 
cause  of  greater  economic  opportunity  today  and 
tomorrow.  Leaders  must  have  the  vision  and  the  con¬ 
viction  that  a  dream  can  be  achieved.  And  leaders 
inspire  the  power  and  energy  to  get  it  done.  This 
morning,  let  all  of  us  renew  our  commitment  to  discover 
new  ways  to  extend  credit  to  creditworthy  borrowers 
and  into  neighborhoods  of  all  types  and  income  levels. 


70  Quarterly  Journal,  Vol.  15,  No.  2,  June  1996 


Interpretations — January  1  to  March  31,1996 
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Letter  No. 


Laws 


12  USC  24(7)16. 
12  USC  24(7)23F 
12  USC  24(7)68. 
12  USC  24(7)88. 
12  USC  36A.  .  .  . 
12  USC  36(F)A  . 

12  USC  85 . 

12  USC  92A.  .  .  . 

12  USC  95 . 

12  USC  2901  .  .  . 


712 

711 

703 

703 

711 

700 

707 

699 

706 

701, 702,  708,  710,  713 


Regulations 


12CFR  9.12 .  699,704 

Subject 

Bank’s  proposed  use  of  different  names  in  different  states . 698 

Deposits  of  trust  and  paying  agency  funds  at  an  affiliated  bank . 699 

Home  office  protection  under  New  York  state  law .  700 

CRA  consideration  for  grants  to  medical  clinic  serving  low-income  persons . 701 

CRA  consideration  for  originating  loans  for  or  investing  in  unit  investment  trust . 702 

Purchase  of  tax-exempt  unrated  municipal  bonds  through  an  investment  corporation’s 

tax-exempt  bond  program . 703 

Investment  of  trust  assets  in  mutual  funds  that  pay  the  bank  fees  for  administrative 

services .  704 

Proposal  of  an  electronic  funds  transfer  network  to  participate  in  a  joint  venture  with  a 

data  processing  company .  705 

Applicability  of  Alabama  restrictions  on  Sunday  operations  to  national  banks . 706 

Permissible  rates  that  may  be  charged  on  consumer  loans  following  interstate  merger  707 
CRA  consideration  for  investments  in  housing  fund  to  provide  private  mortgage 

insurance  for  affordable  housing  loans .  708 

CRA  consideration  for  lending  by  an  affiliate .  710 

Acquisition  of  minority  equity  interest  in  mortgage  banking  company . 711 

Factoring  of  medical  receivables .  712 

Application  of  CRA  regulations  to  student  loan  portfolio .  713 
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698 — February  1996  699 — February  1996 


Maureen  A.  Young,  Counsel 
Bank  of  America  Legal  #3017 
555  California  Street 
8th  Floor 

San  Francisco,  California  94104 

Re:  Applications  of  Bank  of  America  Idaho,  N.A., 
Coeur  d’Alene,  Idaho  to  relocate  its  main  office, 
establish  a  branch  at  its  previous  main  office  site, 
and  merge  into  Seattle-First  National  Bank, 
Seattle,  Washington. 

Application  control  numbers:  95-ML-07-033, 
95-ML-05-532,  and  95-ML-02-021 

Dear  Ms.  Young: 

This  is  a  follow-up  to  our  November  21,  1995,  letter 
approving  the  Bank  of  America  Idaho,  N.A.’s  applica¬ 
tions  to  change  the  location  of  its  main  office,  establish 
a  branch  at  the  former  main  office  location,  and  merge 
into  Seattle-First  National  Bank,  with  the  resultant  bank 
to  be  named  Bank  of  America  Northwest,  N.A.  In  con¬ 
nection  with  those  applications,  the  bank  advised  us  of 
its  plan  that  the  resultant  bank  would  operate  as 
SeaFirst  in  the  state  of  Washington  and  as  Bank  of 
America,  Idaho  in  the  state  of  Idaho.  Our  letter  approv¬ 
ing  the  transactions  did  not  reflect  any  conclusions 
concerning  the  resultant  bank’s  proposed  use  of  differ¬ 
ent  names  in  different  states. 

We  have  now  concluded  our  review  of  this  issue.  The 
OCC’s  general  policy  on  this  matter  is  that  the  naming 
of  a  national  bank  and  its  offices  is  not  decided  by  the 
OCC,  but  is  primarily  a  business  decision  of  the  bank 
subject  to  any  applicable  state  law.  To  the  extent  nec¬ 
essary,  the  bank  should  make  appropriate  disclosure 
to  its  depositors  to  inform  them  of  applicable  FDIC 
insurance  limits. 

Subject  to  the  above,  we  have  no  objection  to  the 
resultant  bank’s  proposed  plan.  Ftowever,  when  Bank 
of  America  Northwest  N.A.  publishes  future  notices  of 
applications  pursuant  to  12  CFR  5.8  in  newspapers  of 
general  circulation,  each  notice  should  include  both  the 
bank’s  legal  name  and  the  name(s)  the  bank  is  using  in 
the  communities  in  which  the  publication  circulates. 

Alan  Herlands 

Director,  Licensing  Policy  and  Systems 

★  ★  ★ 


Re:  Deposits  of  Trust,  Corporate  Trust,  and  Paying 
Agency  Funds  with  Affiliates 

Dear  Sir/Madam: 

This  is  in  response  to  questions  raised  by  a  bank 
president,  chairman,  and  chief  executive  officer,  con¬ 
cerning  deposits  of  uninvested  cash  at  the  bank  by 
trust  departments  of  affiliated  banks.  The  letter  of  Janu¬ 
ary  18,  1994  raises  two  issues:  (1)  whether  corporate 
trust  or  paying  agency  balances  are  held  in  a  “fiduci¬ 
ary”  capacity  and  (2)  whether  a  national  bank  may 
deposit  fiduciary  funds  in  an  affiliate  bank  and  pledge 
or  have  the  affiliate  bank  pledge  assets  to  secure  those 
deposits. 

As  discussed  below,  we  conclude,  first,  that  the  con¬ 
tractual  relationships  between  the  paying  agent  and  the 
corporate  customers,  and  other  facts  and  circum¬ 
stances,  determine  whether  corporate  trust  or  paying 
agency  balances  are  held  in  a  “fiduciary”  capacity. 
Second,  we  conclude  that  subject  to  the  conditions 
discussed  below,  a  national  bank  trustee  may  deposit 
fiduciary  funds  in  an  affiliate  bank,  and  the  national 
bank  or  receiving  affiliated  bank  may  pledge  assets  to 
secure  those  deposits,  to  the  same  extent  as  permitted 
or  required  of  competing  state  fiduciaries  under  state 
law.  Because  we  expect  this  issue  will  be  within  the 
scope  of  a  more  comprehensive  OCC  notice  of  pro¬ 
posed  rulemaking  concerning  12  CFR  9,  we  are  at  this 
time  permitting  such  pledging  only  where  the  pledging 
bank  is  well  capitalized. 

Discussion 

Whether  corporate  trust  or  paying  agency  balances  are 
held  in  a  “fiduciary”  capacity  will  depend  on  the  par¬ 
ticular  facts  and  circumstances.  The  letter  states  that 
corporate  trust  or  paying  agency  balances  may  arise 
where  the  corporate  customer  deposits  funds  with  a 
trustee  or  paying  agent  for  purposes  of  making  interest, 
dividend,  principal  or  similar  payments.  The  deposited 
funds  represent  balances  against  outstanding  checks 
which  the  paying  agent  or  corporate  trustee  is  legally 
required  to  honor  promptly  upon  presentment.  Other 
types  of  funds  at  issue  include  cash  under  manage¬ 
ment  for  which  no  investment  instructions  have  been 
received,  as  well  as  cash  balances  supporting  out¬ 
standing  checks  for  disbursements  and  benefit  pay¬ 
ments  after  the  disbursement  or  payment  date. 

The  letter  refers  to  legal  opinions  from  outside  counsel 
concluding  that  corporate  trust  and  paying  anency 
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monies  held  on  deposit  are  not  “fiduciary”  in  nature  and 
therefore  not  properly  subject  to  restrictions  on  use  of 
artiliate  bank  deposit  services.  These  opinions  focus  on 
such  factors  as  (1)  an  opinion  by  the  Federal  Reserve 
Board  that  the  undertaking  of  paying  agency  functions 
alone,  in  contrast  to  the  undertaking  of  “fiduciary”  du¬ 
ties,  by  state  member  banks,  does  not  require  express 
permission  of  the  agency;1  (2)  the  lack  of  discretionary 
investment  authority  by  the  trustee  in  connection  with 
its  obligations  to  the  account  parties  in  corporate  trust 
and  paying  agency  arrangements;  and  (3)  the  fact  that 
the  instruments  do  not  entitle  the  account  parties  to  the 
income  or  float  on  distributable  funds,  beyond  desig¬ 
nated  principal  and  interest  payments. 

We  do  not  here  question  the  legal  opinions  that  the  bank 
president  has  received  with  respect  to  specific  activi¬ 
ties,  but  we  cannot  agree  that  corporate  trust  and 
paying  agency  monies  held  on  deposit  in  a  bank  are 
never  “fiduciary”  in  nature.  While  discretionary  invest¬ 
ment  authority  and  an  obligation  to  credit  account 
parties  with  income  or  float  may  signify  that  a  bank  has 
assumed  fiduciary  responsibilities  in  a  relationship,  the 
absence  of  such  duties  does  not  necessarily  preclude 
the  existence  of  a  fiduciary  relationship.2  Depending  on 
the  particular  agreement,  a  bank  may  still  have  other 
fiduciary  responsibilities.  Thus,  whether  a  national  bank 
has  entered  into  fiduciary  relationships  with  respect  to 
corporate  trust  and  paying  agency  funds  will  depend 
on  the  facts  and  circumstances  of  each  case,  including 
the  terms  of  the  contractual  relationships,  and  whether 
the  activities  in  question  are  characterized  as  fiduciary 
under  state  law. 

With  regard  to  the  second  issue  raised,  a  national  bank 
trustee’s  investment  of  trust  funds  either  with  itself  or  an 
affiliate  is  prohibited  as  self  dealing  unless  authorized  in 
the  trust  instrument,  by  court  order  or  local  law.  See  12 
CFR  9.12(a)  and  (c).  National  banking  laws  and  regula¬ 
tions  provide  specific  exceptions  for  trust  funds  awaiting 
investment  or  distribution  deposited  in  the  savings,  com¬ 
mercial  or  other  department  of  the  bank,  provided  that  the 
bank  sets  aside  collateral  to  secure  the  deposits.  See  12 
USC  92a(d);  12  CFR  9.10(b)  and  9.12(c). 

In  recent  years,  however,  a  number  of  states  have 
passed  statutes  authorizing  bank  trustees  to  deposit 


otter  dated  May  29,  1 963,  Federal  Reserve  Regulatory  Service  U  3-428. 
A  fiduciary  may  be  defined  as  an  individual  or  trust  institution 
charged  with  the  duty  of  acting  for  the  benefit  of  another  party  in 
matters  coming  within  the  scope  of  the  relationship  between  them 
O lossary,  Comptroller's  Handbook  for  Fiduciary  Activities,  1  Austin 
Wakeman  Scott.  The  Law  of  Trusts,  2  5,  (1987)  A  fiduciary  is  ordi- 
■  ar  /  under  a  duty  not  to  delegate  to  a  third  person  the  performance 
o'  his  or  her  duties  as  fiduciary  If  the  fiduciary  enters  into  a  transaction 
//  fr  the  beneficiary  and  fails  to  make  full  disclosure  of  all  circum¬ 
stances  known  to  him  affecting  the  transaction,  or  if  the  transaction 
s  jnfair  to  the  beneficiary,  it  can  be  sot  a^ide  Scott,  supra 


trust  funds  awaiting  investment  or  distribution  with  af¬ 
filiates,  and  requiring  assets  to  be  pledged  to  secure 
such  deposits.  Under  12  USC  92a(a),  the  Comptroller 
of  the  Currency  is  authorized  and  empowered  to  allow 
a  national  bank  to  act  in  any  fiduciary  capacity  in  which 
competing  state  institutions  are  authorized  to  act  under 
the  law  of  the  state  in  which  the  national  bank  is  located. 
Therefore,  pursuant  to  12  USC  92a(a),  national  banks 
may  deposit  trust  funds  awaiting  investment  or  distribu¬ 
tion  with  affiliated  banks,  and  the  depositing  bank  or  the 
receiving  affiliated  bank  may  pledge  assets  to  secure 
such  deposits,  where  state  institutions  are  permitted  or 
required  to  do  so  under  state  law. 

This  position  is  not  precluded  by  the  specific  self  de¬ 
posit  and  pledging  provisions  in  12  USC  92a(d).  Those 
provisions  were  designed  to  ensure  that  fiduciary  re¬ 
quirements  would  not  preclude  national  bank  trustees 
from  depositing  trust  funds  awaiting  investment  or  dis¬ 
tribution  in  their  own  commercial  departments.  Banks 
that  self  deposit  are  required  to  pledge  assets  to  protect 
beneficiaries.  However,  section  92a(d)  was  not  in¬ 
tended  to  restrict  the  Comptroller’s  authority  to  establish 
full  competitive  equality  between  national  banks  and 
state  institutions  under  12  USC  92a(a),  by  allowing 
national  banks  to  pledge  assets  to  secure  deposits  of 
trust  funds  awaiting  investment  or  distribution  between 
affiliates,  where  competing  state  institutions  are  author¬ 
ized  to  do  so.  The  bank’s  counsel  should  review  appli¬ 
cable  state  law  and  determine  whether  a  state  bank 
would  be  permitted  or  required  to  pledge  its  assets  to 
secure  deposits  under  the  same  circumstances  where 
the  bank  seeks  to  pledge  its  assets. 

We  anticipate  that  the  issue  of  the  pledge  of  assets  by 
a  national  bank  to  secure  deposits  of  trust  funds  by 
another  bank,  or  with  another  bank,  will  be  within  the 
scope  of  a  more  comprehensive  OCC  notice  of  pro¬ 
posed  rulemaking  concerning  12  CFR  9.  Therefore,  at 
this  time,  we  are  permitting  such  pledging  only  where 
the  pledging  bank  is  well  capitalized.  ' 

In  conclusion,  subject  to  the  above-stated  capital 
standard,  we  conclude  that  a  national  bank  may  de¬ 
posit  trust  funds  awaiting  investment  or  distribution, 
including  corporate  trust,  paying  agent,  or  other  types 
of  trust  funds,  with  affiliated  banks  and  affiliated  banks 
may  deposit  such  funds  with  a  national  bank.  The 
national  bank  or  affiliated  bank  may  pledge  assets  to 
secure  those  deposits  to  the  same  extent  as  other 
competing  institutions  are  permitted  or  required  to  do 
so  under  applicable  state  law. 

Julie  L.  Williams 
Chief  Counsel 
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Re:  New  York  State  Home  Office  Protection  Issue 

A  bank  filed  an  application  to  establish  a  CBCT  in  New 
York,  a  location  that  has  home  office  protection  under 
New  York  state  law.  Based  on  discussions  with  the  New 
York  State  Banking  Department,  in  the  application  you 
indicated  that  the  home  office  protection  limitation  does 
not  apply  to  a  CBCT  branch  if  the  CBCT  does  not 
accept  deposits.  Because  this  CBCT  was  not  going  to 
accept  deposits  but  was  to  be  a  cash-dispensing  ma¬ 
chine  only,  providing  general  access  to  several  nation¬ 
wide  networks,  you  stated  that  all  federal  and  state 
branching  laws  were  satisfied.  In  reliance  on  this  rep¬ 
resentation,  the  Office  of  the  Comptroller  of  the  Cur¬ 
rency  (OCC)  approved  the  CBCT,  which  was  opened 
in  July. 

Subsequent  to  the  CBCT  opening,  the  OCC  received  a 
letter  from  the  banking  department  indicating  that  two 
banks  have  home  office  protection.  Without  making  a 
distinction  between  machines  that  dispense  cash  only 
and  those  that  additionally  take  deposits,  the  depart¬ 
ment  concluded  that  institutions  headquartered  out¬ 
side  of  White  Plains  are  prohibited  from  establishing 
branches  or  electronic  facilities  anywhere  in  that  city. 

When  we  forwarded  to  you  the  banking  department’s 
letter,  you  sought  clarification  from  the  department.  We 
have  been  provided  a  copy  of  the  department’s  re¬ 
sponse,  which  accurately  cites  the  relevant  federal  statute 
(12  USC  36)  that  both  defines  a  branch  and  permits 
national  banks  to  branch  to  the  extent  that  state  banks 
are  permitted  by  state  law.  Deemed  a  branch  under 
federal  law,  it  appears  a  CBCT  may  not  be  established 
in  a  location  that  is  subject  to  home  office  protection  of 
other  banks  under  New  York  law.  The  department  indi¬ 
cates  it  will  reconsider  the  matter  if  the  OCC  states  in 
writing  that  the  CBCT  in  question  is  not  a  branch  under 
federal  law  and  regulation. 

We  would  frame  the  issue  differently:  Can  a  national 
bank  establish  a  nondeposit-taking  CBCT  that  only 
dispenses  cash  in  a  location  that  is  home  office  pro¬ 
tected  by  New  York  state  branching  law  to  the  same 
extent  state  banks  are  permitted  to  establish  such 
electronic  facilities  in  home-protected  locations  under 
the  authority  of  the  banking  department’s  implementa¬ 
tion  of  its  administrative  regulation7 

It  is  our  opinion  that  where  the  state  permits  a  state  bank 
to  establish  a  nondeposit-taking  electronic  facility  that 
dispenses  cash  only  in  a  home  office  protected  loca¬ 
tion,  based  on  the  state’s  implementation  of  its  regula¬ 


tion,  the  OCC  can  authorize  a  national  bank  to  establish 
a  nondeposit-taking  CBCT  to  dispense  cash  only  in 
such  a  location.  Support  for  this  position  is  found  in 
Independent  Bankers  Association  of  America  v.  Smith , 
534  F.2d  921  (D.C.  Cir),  cert,  denied ,  429  U.S.  862 
(1976)  (“ Smith ”),  in  which  the  court  opined  that  the 
“Comptroller  can  consider  and  follow”  a  state  “admin¬ 
istrative  opinion  or  ruling  interpreting  the  state’s  branch¬ 
ing  laws  so  long  as  that  opinion  does  not  violate  the 
anti-branching  standard  imposed  by  the  statute  law  of 
the  state.”  This  construction  serves  to  maintain  com¬ 
petitive  parity  between  state  and  national  banks,  which 
was  the  intended  purpose  of  the  McFadden  Act. 

Discussion 

A  “branch”  is  defined  for  purposes  of  the  McFadden 
Act,  at  12  USC  36(j),  as  “any  branch  place  of  business 
...  at  which  deposits  are  received,  or  checks  paid,  or 
money  lent.”  The  phrase  “checks  paid”  includes  the 
withdrawal  of  funds  from  a  deposit  account  of  the 
bank’s  customer.  See  Smith ,  534  F2d  at  944.  A  CBCT 
branch  is  defined,  as  a  matter  of  federal  law,  to  be  an 
automated  device  established  at  a  location  separate 
from  the  main  office  or  a  domestic  branch,  that  (1 )  takes 
deposits,  or  (2)  disburses  cash  drawn  from  a  cus¬ 
tomer’s  deposit  or  loan  account.  See  12  CFR  5.31.1  It 
appears,  therefore,  that  a  CBCT  branch  is  subject  to 
the  McFadden  Act’s  geographic  restrictions. 

Under  the  McFadden  Act,  at  12  USC  36(c)(2),  a  na¬ 
tional  bank  may  establish  and  operate  a  branch,  out¬ 
side  the  limits  of  its  own  city,  town,  or  village,  at  any 
point  in  the  state  to  the  same  extent  as  state  banks  are 
authorized  “by  the  statute  law  of  the  state  in  question 
by  language  specifically  granting  such  authority  affirm¬ 
atively  and  not  merely  by  implication  or  recognition,  and 
subject  to  the  restrictions  as  to  location  imposed  by  the 
law  of  the  state  on  state  banks.” 

As  a  general  matter,  New  York  permits  branching  state¬ 
wide  except  “in  a  city  or  village  with  a  population  of  fifty 
thousand  or  less  in  which  is  already  located  the  princi¬ 
pal  office  of  another  bank.”  N.Y  [Banking]  Law  105(1). 
Automated  teller  machines  and  similar  facilities  are  not 
deemed  branches  except,  in  relevant  part,  for  the  home 


^he  OCC  has  published  a  notice  of  proposed  rulemaking  to  amend 
1 2  CFR  5, 59  Fed  Reg  61 ,034  (November  29, 1 994),  which  indicates 
that  a  facility  generally  available  to  the  customers  of  other  banks  to 
receive  substantially  similar  services  on  the  basis  of  substantially 
similar  terms  and  conditions  is  not  a  branch  A  nondeposit-taking 
CBCT  that  dispenses  cash  only  and  is  generally  accessible  to  the 
public  through  its  linkage  to  nationwide  networks,  therefore,  may  not 
be  a  branch.  Because  there  is  legal  support  for  the  establishment  of 
the  CBCT,  notwithstanding  the  question  of  its  status  as  a  branch,  it 
is  unnecessary  to  decide  this  issue  or  to  await  the  finalization  of  this 
rule 
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office  protection  provision  of  section  105.  N.Y.  [Bank¬ 
ing]  Law  105-a.  “Automated  teller  machines"  and  “elec¬ 
tronic  facilities"  are  terms  that  are  not  defined  in  the 
New  York  law  but  by  the  general  regulations  of  the 
banking  board,  the  body  responsible  for  making  rules 
and  regulations  within  the  banking  department.  N.Y. 
[Banking]  Law  14(1);  N.Y.  Admin.  Code  tit.  3,  Part  73. 

“Electronic  facilities”  are  automated  teller  machines, 
point-of-sale  terminals,  and  similar  facilities  at  which 
the  banking  business  may  be  conducted.  “Automated 
teller  machines”  are  electronic  devices  that  permit  de¬ 
posits,  withdrawals,  transfers  of  funds  from  one  ac¬ 
count  to  another,  loan  repayments  or  disbursements  of 
funds  pursuant  to  prearranged  lines  of  credit.  “Similar 
facilities"  are  electronic  devices  that  may  be  used  for 
making  deposits,  withdrawals,  transfers  of  funds,  loan 
repayments,  or  disbursements  of  funds  pursuant  to 
prearranged  lines  of  credit.  N.Y.  Admin.  Code  tit.  3, 
73.2(a),  (b),  and  (d).  These  may  be  established  or 
shared  and  are  not  deemed  branches  except  for  pur¬ 
poses  of  community  reinvestment  requirements  and 
home  office  protection.  N.Y.  Admin.  Code  tit.  3,  73.1. 

To  establish  or  share  such  facilities,  prior  notice  to  the 
superintendent  of  the  banking  department  is  required 
by  N.Y.  Admin.  Code  tit.  3,  73.6  unless  the  facility 
engages  in  one  of  three  activities  described  in  N.Y. 
Admin.  Code  tit.  3,  73.5: 

(a)  establishment  of  the  facility  on  branch  prem¬ 
ises  or  attached  to  the  outer  wall  of  such  premises; 

(b)  establishment  or  sharing  of  the  facility  to  the 
extent  it  is  used  solely  to  effect  transactions  among 
banking  institutions,  clearinghouses,  clearing  cor¬ 
porations,  governmental  institutions  or  agencies, 
business  firms  or  similar  organizations; 

(c)  sharing  of  the  facility  when  the  customers  or 
the  sharing  institution  may  use  the  facility  solely  to 
obtain  information  about  account  balances,  make 
cash  withdrawals  (including  those  that  require 
transfers  of  funds  among  a  customer’s  accounts), 
and  obtain  cash  advances  against  credit  lines. 

The  facilities  engaging  in  these  three  activities  do  not 
require  prior  notification  and,  therefore,  are  not  subject 
to  home  office  protection  limitations.  For  purposes  of 
our  analysis,  only  the  third  activity  is  relevant.  The 
activity  described  in  paragraph  (c)  is  a  shared  nonde¬ 
posit-taking  facility  that  provides  general  access  and 
dispenses  cash  only.  According  to  Steven  Kupfer,  as¬ 
sociate  economist  with  the  banking  department,  the 
department  permits  both  the  establishment  and  the 
sharing  of  such  facilities  within  home  office  protected 
areas  As  a  matter  of  legal  interpretation  and  practice, 


the  department  focuses  on  the  nature  of  the  activities 
(nondeposit-taking,  cash  dispensing  only,  and  gener¬ 
ally  accessible)  rather  than  on  the  means  of  ownership 
(established  or  shared)  to  determine  whether  prior  no¬ 
tification  is  required.  Because  such  facilities  do  not 
require  prior  notification  under  N.Y.  Admin.  Code  tit.  3, 
73.5,  they  are  deemed  by  the  banking  department  not 
to  be  subject  to  the  home  office  protection  limitations 
with  respect  to  branching.  It  is  clear  this  is  the  oral 
advice  you  received  when  you  represented  to  us  in  the 
CBCT  application  that  both  federal  and  state  branching 
laws  were  satisfied  because  the  CBCT  would  not  ac¬ 
cept  deposits  but  would  be  a  cash-dispensing  machine 
only. 

In  the  instant  case,  the  bank’s  nondeposit-taking  CBCT 
provides  access  to  the  nationwide  networks  and  dis¬ 
penses  cash  only.  It  is  identical  to  the  electronic  facili¬ 
ties  that  are  permitted  throughout  New  York  without 
regard  to  home  office  protection  limitations  under  the 
implementation  of  the  state’s  administrative  regulation. 
Consequently,  the  only  remaining  legal  issue  is  whether 
implementation  of  the  administrative  regulation  is  suffi¬ 
cient  state  law  authority  for  purposes  of  the  McFadden 
Act,  at  12  USC  36(c),  which  requires  an  express  statu¬ 
tory  authorization  for  de  novo  branches. 

In  Smith,  the  D.C.  Circuit  Court  of  Appeals  recognized 
that  a  future  conflict  might  arise  over  similar  facts  to 
those  presented  here.  The  primary  issue  in  Smith  was 
whether  a  CBCT  that  disburses  or  receives  funds  is  a 
branch  for  purposes  of  federal  law.  The  court  con¬ 
cluded  that  such  a  CBCT  “is  a  branch  of  a  national  bank 
within  the  meaning  of  12  USC  36(f),2  if  (1)  the  facility  is 
established  (i.e.,  owned  or  rented)  by  a  national  bank, 
and  (2)  it  offers  the  bank's  customers  a  convenience 
that  gives  the  bank  a  competitive  advantage  over  other 
banks  (national  or  state)  that  do  not  operate  similar 
facilities.”3  Smith,  534  F.2d  at  951-952.  The  court  noted 
that  its  holding  “does  not  mean  that  national  banks 
cannot  establish  and  operate  off-premises  CBCTs  in  a 
state  (e.g.,  Florida)  that  generally  prohibits  branch 
banking  when  that  state  does  not  define  CBCTs  as 
‘branches’  for  purposes  of  state  law.”  Smith,  534  F.2d 
at  948.  (Emphasis  in  original.)  An  explanation  of  the 
latter  point  was  provided  in  the  following  footnote  to  the 
opinion: 


2The  definition  of  “branch"  was  moved  to  12  USC  36(j)  as  a  result  of 
the  amendments  to  the  McFadden  Act  that  were  enacted  in  the 
Riegle-Neal  Interstate  Banking  and  Branching  Efficiency  Act  of  1994 
(the  “Riegle-Neal  Act”). 

The  Smith  court  did  not  address  the  issue  of  whether  a  generally 
available  CBCT  offering  substantially  similar  services  to  the  custom 
ers  of  other  banks  offers  a  sufficient  “competitive  advantage"  so  as 
to  render  it  a  branch  As  was  noted  previously,  in  footnote  1,  our 
approval  of  the  instant  application  does  not  turn  on  the  issue  of 
whether  the  proposed  CBCT  is  a  branch 
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A  hypothetical  example  may  help  clarify  our  hold¬ 
ing.  Suppose,  for  example,  that  the  national  bank 
in  Plant  City  is  now  receiving  deposits,  paying 
checks,  and  lending  money  through  the  agency 
of  several  CBCTs,  rather  than  an  armored  car  and 
a  shopping  center  receptacle.  Florida  prohibits  all 
branch  banking  by  state  chartered  banks,  and  we 
will  assume  that  since  Plant  City  there  has  been 
only  the  following  change  in  Florida  banking  law: 
According  to  a  recent  state  administrative  opinion 
or  ruling  interpreting  state  law,  CBCTs  are  not 
considered  “branches”  for  purposes  of  state  law. 
Because  under  these  assumed  facts  Florida  stat¬ 
ute  law  does  not  specifically  and  affirmatively 
grant  to  state  banks  the  authority  to  establish  and 
operate  CBCTs  without  complying  with  the  state’s 
anti-branching  statute,  a  narrow  interpretation  of 
section  36(c)  could  prevent  the  Comptroller  from 
approving  national  bank  CBCTs  in  Florida.  We 
reject  this  narrow  construction  of  section  36(c)  for 
two  reasons.  First,  as  Judge  MacKinnon  recog¬ 
nized  in  First  Natl  Bank  v.  Camp,  151  U.S.  App. 
D.C.  at  12,  465  F.2d  at  597,  the  Comptroller  can 
consider  and  follow  the  Florida  administrative 
opinion  or  ruling  interpreting  the  state’s  branching 
laws  so  long  as  that  opinion  does  not  violate  the 
anti-branching  standard  imposed  by  the  statute 
law  of  the  state.  Second,  this  narrow  reading  of 
section  36(c)  would  resurrect  the  precise  form  of 
competitive  inequality  which  the  McFadden  Act 
was  designed  to  cure.  See  our  discussion  of 
legislative  history  at  p.  of  175  U.S.  App.  D.C.,  pp. 
930-932  of  534  F.2d  supra.  By  manipulating  their 
banking  statutes  and  administrative  rulings,  the 
states  would  again  be  able  to  secure  a  competi¬ 
tive  advantage  for  state  banks  in  the  field  of 
branching,  i.e.,  under  this  narrow  reading  of  sec¬ 
tion  36(c)  national  bank  CBCTs  would  be  subject 
to  the  state’s  anti-branching  statute  while  state 
bank  CBCTs  would  be  exempt  under  a  permissive 
opinion  or  ruling  issues  by  the  state’s  banking 
commissioner.  We  refuse  to  frustrate  legislative 
intent  by  adopting  this  narrow  reading  of  section 
36(c)’s  language. 

Smith,  534  F.2d  at  948-949,  n.  104. 

Our  facts  here  resemble  the  facts  of  the  court’s  hypo¬ 
thetical  example  in  all  relevant  respects.  First,  although 
branching  is  not  prohibited  in  New  York  State,  state  law 
limits  it  by  imposing  home  office  protection  to  certain 
locations  on  branches,  automated  teller  machines  and 
similar  facilities.  Second,  by  implementation  of  its  ad¬ 
ministrative  regulation,  the  state  banking  department 
excludes  certain  types  of  automated  teller  machines 
and  similar  facilities  from  the  statutory  home  office 
protection  limitations.  Third,  the  administrative  regula¬ 


tion  and  its  implementation  represent  a  permissive 
“opinion  or  ruling  issued  by  the  state’s  banking  com¬ 
missioner”  which  does  not  violate  the  “anti-branching 
standard  imposed  by  the  statute  law  of  the  state." 
Absent  statutory  definitions  of  “automated  teller  ma¬ 
chine, ’’“electronic  facility,”  and  “similar  facility,”  there  is 
no  statutory  anti-branching  standard  with  respect  to 
such  facilities.  Instead,  discretion  on  that  issue  is  left  to 
the  banking  department.  Finally,  to  restrict  our  section 
36(c)  analysis  narrowly  when  faced  with  a  permissive 
administrative  opinion  or  ruling  “would  resurrect  the 
precise  form  of  competitive  inequality  which  the 
McFadden  Act  was  designed  to  cure.”  Smith,  534  F.2d 
at  n.  104. 

Based  on  the  above,  Smith  provides  strong  legal  sup¬ 
port  for  permitting  this  type  of  CBCT  in  White  Plains, 
New  York.  The  decision  to  rely  on  Smith  does  not 
undermine  the  OCC’s  long-standing  position  that  the 
Comptroller  is  bound  only  by  the  express  statutory  law 
of  the  state  and  authoritative  judicial  interpretations  of 
that  law  for  section  36(c)(2)  purposes.  See  First  Na¬ 
tional  Bank  of  Fairbanks  v.  Camp,  465  F.2d  586,  597 
(D.C.  Cir.  1972),  cert,  denied,  409  U.S.  1 124  (1973)  (the 
fact  that  a  state  authority  interprets  its  own  laws  to 
permit  or  deny  branching  does  not  bind  the  Comp¬ 
troller).  In  any  event,  the  Smith  court  made  it  clear  that 
the  Comptroller  is  not  bound  by  state  opinion  or  ruling, 
but  “can  consider  and  follow”  such  interpretations  at 
his  discretion. 

Conclusion 

Although  the  nondeposit-taking,  cash-dispensing-only 
CBCT  is  a  branch  as  a  matter  of  federal  law,  under 
section  36(c)  a  national  bank  can  establish  and  operate 
such  a  CBCT  when,  where,  and  how  state  law  would 
authorize  a  state  bank  to  establish  and  operate  such  a 
branch  regardless  of  the  state  definition.  Smith,  534 
F.2d  at  948.  It  is  clear  that  a  state  bank  could  establish 
a  nondeposit-taking,  cash-dispensing-only  electronic 
facility  without  regard  to  home  office  protection  limita¬ 
tions  anywhere  within  New  York,  without  the  prior 
notification  of  the  superintendent.  Accordingly,  consid¬ 
ering  and  following  the  implementation  of  the  adminis¬ 
trative  regulation  under  state  law,  the  OCC  can  permit 
a  nondeposit-taking,  cash-dispensing-only  CBCT 
branch  without  regard  to  home  office  protection.  The 
OCC  approval  of  your  CBCT,  therefore,  is  appropriate, 
and  your  establishment  and  operation  of  this  CBCT  is 
authorized. 

Jonathan  H.  Rushdoony 
District  Counsel 

*  ★  ★ 
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701 — February  1996 


Dear  Sir/Madam: 

I  am  responding  to  your  letter  to  Stephen  Cross,  Deputy 
Comptroller  of  the  Currency,  of  December  5,  1995,  in 
which  you  asked  for  confirmation  that  financial  institu¬ 
tions  that  provide  grants  to  a  medical  clinic  serving 
low-income  persons  will  receive  positive  consideration 
under  the  Community  Reinvestment  Act  (CRA)  regula¬ 
tions.  As  discussed  below,  this  type  of  grant  would 
receive  positive  consideration  under  both  the  old  and 
new  CRA  regulations. 

As  you  probably  know,  the  four  bank  and  thrift  regula¬ 
tory  agencies  finalized  new  CRA  regulations  on  May  4, 
1995.  See  60  Fed.  Reg.  22,156  (May  4,  1995).  The 
regulations  of  the  four  agencies  are  substantively  iden¬ 
tical.  Therefore,  staff  from  all  of  the  agencies  have 
considered  the  issue  you  raised,  and  they  concur  in  the 
opinions  expressed  in  this  letter. 

Because  the  new  CRA  regulations  become  effective 
over  a  period  of  time,  depending  on  the  type  of  institu¬ 
tion,  both  the  old  and  new  CRA  regulations  are  currently 
in  effect.  This  letter,  therefore,  discusses  whether  an 
institution  would  receive  positive  consideration  for  a 
grant  under  both  the  old  and  new  CRA  regulations. 

According  to  the  information  that  you  provided,  the 
clinic  is  a  tax-exempt,  nonprofit,  public  benefit  organi¬ 
zation  providing  free  health  care  for  low-income  indi¬ 
viduals  and  families.  In  1994,  the  clinic  served  10,873 
patients.  Of  these  patients,  84.1  percent  were  at  or 
below  the  poverty  level.  None  of  the  patients  were 
insured  under  private  health  insurance  policies. 

Old  CRA  Regulation 

The  old  CRA  regulations  list  12  assessment  factors 
that  are  used  in  assessing  CRA  performance.  See  12 
CFR  25.7,  228.7,  345.7,  and  563e.7.  At  least  one  of 
these  factors  provides  a  basis  for  examiners  to  give 
consideration  to  an  institution's  investment  in  the  clinic 
if  it  serves  the  institution’s  delineated  community. 
Twelve  CFR  25.7(h),  228.7(h),  345.7(h),  and  563e.7(h) 
provide  that  the  agencies  will  consider  an  institution’s 
participation,  including  investments,  in  local  commu¬ 
nity  development  and  redevelopment  projects  or  pro¬ 
grams  The  term  “community  development”  is  not 
defined 

In  1993,  the  Federal  Financial  Institutions  Examination 
Council  prepared  interagency  questions  and  answers 
regarding  community  reinvestment  (Qs  and  As)  to  pro¬ 


vide  general  guidance  about  the  old  CRA  regulation. 
See  58  Fed.  Reg.  9176  (Feb.  19,  1993).  Although  the 
Qs  and  As  do  not  address  a  contribution  to  a  health 
care  clinic  directly,  two  of  the  Qs  and  As  are  relevant. 
The  answer  to  Question  17,  which  addresses  whether 
any  activities  other  than  lending  will  be  considered  in 
the  CRA  assessment,  states: 

The  financial  supervisory  agencies  will  consider 
the  extent  to  which  an  institution’s  activities  foster 
local  community  revitalization.  For  example,  the 
agencies  will  consider  the  institution’s  purchase 
of  state  or  municipal  bonds  or  involvement 
through  investment  or  other  contributions  in  a 
local  community  development  project. 

58  Fed.  Reg.  at  9179. 

The  answer  to  Question  18  discusses  specific  exam¬ 
ples  of  debt  and  equity  investments  and  other  services 
and  activities,  besides  direct  lending,  that  financial 
institutions  may  consider  in  meeting  obligations  and 
responsibilities  under  the  CRA.  One  example  is: 

Investment  in  the  stock  of  a  public  purpose  cor¬ 
poration,  either  for-profit  or  nonprofit,  chartered  to 
carry  out  activities  to  benefit  low-  and  moderate- 
income  areas  and  residents  or  small  businesses. 

Id.  Although  this  example  addresses  an  equity  invest¬ 
ment  in  a  public  purpose  corporation,  a  grant  to  such 
a  corporation  would  be  considered  similarly. 

In  sum,  a  contribution  to  the  clinic  would  receive  posi¬ 
tive  consideration  under  the  old  CRA  regulations. 

New  CRA  Regulations 

The  new  CRA  regulations  provide  a  more  detailed 
framework  for  evaluating  an  institution’s  CRA  perform¬ 
ance.  The  new  rule  sets  out  a  number  of  different  tests 
for  examiners  to  use,  depending  on  the  type  of  activity 
and  the  size  and  type  of  institution. 

Regardless  of  the  test  used  by  examiners,  financial 
institutions  can  receive  positive  consideration  for  mak¬ 
ing  "qualified  investments.”  Large  institutions’  CRA  per¬ 
formance  is  typically  evaluated  under  the  lending, 
investment  and  service  tests.  Examiners  consider  large 
institutions’  qualified  investments  under  the  investment 
test.  See  60  Fed.  Reg.  at  22,181,  22,192,  22.204,  and 

22.215  (to  be  codified  at  12  CFR  25.23(a),  228.23(a), 
345.23(a),  and  563e. 23(a)).  In  a  small  institution  exami¬ 
nation,  examiners  may  adjust  an  institution's  loan-to- 
deposit  ratio,  if  appropriate,  based  on  qualified  invest¬ 
ments.  See 60  Fed.  Reg.  at  22, 182, 22, 193, 22,205,  and 

22.216  (to  be  codified  at  12  CFR  25.26(a)(1), 
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228.26(a)(1),  345.26(a)(1),  and  563e.26(a)(1 )).  Quali¬ 
fied  investments  may  also  be  considered  to  determine 
if  a  small  institution  merits  an  outstanding  CRA  rating. 
See 60  Fed.  Reg.  at  22, 188,  22,200,  22,21 1 ,  and  22,223 
(to  be  codified  at  12  CFR  25  app.  A(d)(2),  pt.  228  app. 
A(d)(2),  pt.  345  app.  A(d)(2),  and  pt.  563e  app. 
A(d)(2)).  The  community  development  test,  which  is 
appropriate  for  wholesale  and  limited  purpose  institu¬ 
tions,  evaluates,  inter  alia ,  the  number  and  amount  of 
qualified  investments.  See  60  Fed.  Reg.  at  22,182, 
22,193,  22,204,  and  22,215  (to  be  codified  at  12  CFR 
25.25(c)(1),  228.25(c)(1),  345.25(c)(1),  and 
563e.25(c)(1)).  And,  finally,  institutions  evaluated  on 
the  basis  of  a  strategic  plan  must  include  in  their  plan 
how  they  intend  to  meet  the  credit  needs  of  their  as¬ 
sessment  area(s).  They  may  meet  credit  needs  through 
lending,  investment ,  and/or  services,  as  appropriate. 
See 60  Fed.  Reg.  at  22,183,  22,194,  22,205,  and  22,216 
(to  be  codified  at  12  CFR  25.27(f)(1),  228.27(f)(1), 
345.27(f)(1),  and  563e.27(f)(1))  (emphasis  added). 

“Qualified  investment”  is  defined  in  the  new  regulations 
as: 

[A]  lawful  investment,  deposit,  membership  share 
or  grant  that  has  as  its  primary  purpose  commu¬ 
nity  development. 

60  Fed.  Reg.  at  22,180,  22,191 , 22,202,  and  22,213  (to 
be  codified  at  12  CFR  25.12(s),  228.12(s),  345.12(s), 
and  563e.12(r)). 

"Community  development”  is  defined  to  include: 

Community  services  targeted  to  low-  or  moder¬ 
ate-income  individuals. 

60  Fed.  Reg.  at  22,179,  22,190,  22,202,  and  22,212  (to 
be  codified  at  12  CFR  25.12(h)(2),  228.12(h)(2), 
345.12(h)(2),  and  563e.  12(g)(2)). 

A  grant  to  the  clinic  has  as  its  primary  purpose  commu¬ 
nity  development  because  the  clinic  provides  commu¬ 
nity  services  targeted  to  low-  or  moderate-income 
individuals.  See 60  Fed.  Reg.  at  22, 159  (supplementary 
information  stating  “community  development  includes 
community-  or  tribal-based  child  care,  educational, 
health ,  or  social  services  targeted  to  low-  or  moderate- 
income  persons  .  .  .  .")  (emphasis  added).  Therefore, 
examiners  would  give  positive  consideration  to  a  grant 
to  the  clinic  as  a  qualified  investment  under  any  of  the 
new  performance  tests  and  standards  in  the  new  CRA 
regulations. 

I  trust  this  letter  has  been  responsive  to  your  inquiry. 
You  may  also  be  interested  to  know  that  the  staffs  of  the 
four  financial  supervisory  agencies  are  presently  devel¬ 


oping  an  official  commentary  to  provide  additional 
guidance  for  resolving  interpretive  questions  arising 
under  the  new  CRA  regulations. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  ★ 


702 — February  1996 


Dear  Sir/Madam: 

This  responds  to  your  letter  of  October  31,  1995,  to 
Janice  Booker,  director  of  the  Office  of  the  Comptroller 
of  the  Currency’s  Community  Development  Division,  in 
which  you  outlined  your  understanding  of  the  regula¬ 
tory  treatment  permitted  under  the  Community  Rein¬ 
vestment  Act  (CRA)  for  an  investment  in  a  proprietary 
unit  investment  trust  (UIT).  Prior  to  this  letter,  National 
Bank  Examiner  Malloy  Harris  provided  oral  guidance 
regarding  your  proposal;  however,  you  subsequently 
requested  a  formal  response.  As  you  know,  the  four 
bank  and  thrift  agencies  have  promulgated  substan¬ 
tively  identical  CRA  regulations.  Therefore,  staff  from  all 
of  the  agencies  have  considered  the  issues  you  raised, 
and  they  concur  in  the  opinions  expressed  in  this  letter. 

As  we  understand  the  proposal,  the  UIT  would  hold 
either  Fannie  Mae  or  Ginnie  Mae  mortgage-backed 
securities  that  are  collateralized  by  one-to-four-family 
mortgage  loans.  The  underlying  mortgage  loans  will  be 
originated  by  minority-  and  women-owned  financial 
institutions  and  extended  to  individuals  earning  50 
percent  to  100  percent  of  area  median  income.  A 
financial  intermediary  will  then  purchase  the  loans  and 
issue  the  mortgage-backed  securities  that  will  be  held 
by  the  UIT.  Your  letter  asked  two  questions:  (1)  What 
consideration  under  the  CRA  regulations  will  be  af¬ 
forded  financial  institutions  originating  loans  for  the 
UIT?  and  (2)  What  consideration  under  the  CRA  regu¬ 
lations  will  be  afforded  institutions  that  invest  in  the  UIT? 
As  discussed  below,  depending  on  various  factors, 
both  the  institutions  that  originate  the  loans  and  the 
institutions  that  invest  in  the  UIT  may  receive  positive 
consideration  under  the  CRA  regulations  1 


^his  letter  discusses  only  whether  participation  in  the  UIT  by  feder¬ 
ally  regulated  financial  institutions  would  receive  favorable  consid 
eration  under  the  CRA  regulations.  The  federal  financial  institutions 
regulatory  agencies  do  not  endorse  particular  investment  opportum 
ties  offered  to  financial  institutions. 
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Discussion 

As  you  may  be  aware,  the  CRA  was  designed  to  encour¬ 
age  institutions  to  help  meet  the  credit  needs  of  their  entire 
communities,  including  low-  and  moderate-income  areas, 
consistent  with  safe  and  sound  lending  practices.  The 
banking  and  thrift  regulatory  agencies  published 
amended  CRA  regulations  on  May  4,  1995,  at  60  Fed. 
Reg.  22,156.  The  new  regulations  set  out  a  number  of 
different  tests  for  examiners  to  use  in  evaluating  CRA 
performance,  depending  on  the  type  of  activity  and  the 
size  and  type  of  institution.  Your  letter  focuses  on  whether 
institutions’  activities  in  connection  with  the  UIT  will  receive 
positive  consideration  under  the  lending  and  investment 
tests.  Our  response,  therefore,  addresses  consideration 
under  the  lending  and  investment  tests,  which  are  appli¬ 
cable  primarily  to  large  institutions. 

Institutions  Originating  the  Loans 

Under  the  lending  test,  the  agencies  evaluate  institutions’ 
originations  and  purchases  of  home  mortgage  loans,  as 
well  as  other  types  of  loans.  See  60  Fed.  Reg.  at  22,180, 
22,192,  22,203,  and  22,214  (to  be  codified  at  12  CFR 
25.22(a)(1)  &  (2),  228.22(a)(1)  &  (2),  345.22(a)(1)  &  (2), 
and  563e.22(a)(  1 )  &  (2)).  Examiners  consider  the  number 
and  amount  of  home  mortgage  loans  in  the  institution’s 
assessment  area(s);  the  geographic  distribution  of  the 
institution’s  home  mortgage  loans,  based  on  the  loan 
location,  including  the  proportion  of  lending  in  the  institu¬ 
tion’s  assessment  area(s),  the  dispersion  of  lending  in  the 
assessment  area(s),  and  the  number  and  amount  of  loans 
in  low-,  moderate-,  middle-,  and  upper-income  geogra¬ 
phies  in  the  institution’s  assessment  area(s);  the  distribu¬ 
tion,  particularly  in  the  institution’s  assessment  area(s)  of 
the  institution’s  home  mortgage  loans  based  on  borrower 
characteristics,  including  the  number  and  amount  of 
home  mortgage  loans  to  low-,  moderate-,  middle-,  and 
upper-income  individuals;  and  the  institution’s  use  of 
innovative  or  flexible  lending  practices  in  a  safe  and 
sound  manner  to  address  the  credit  needs  of  low-  or 
moderate-income  individuals  or  geographies.  See  60 
Fed.  Reg.  at  22,181,  22,192,  22,203,  and  22,214  (to  be 
codified  at  12  CFR  25.22(b),  228.22(b),  345.22(b),  and 
563e  22(b)).  Therefore,  under  the  lending  test,  examiners 
will  consider  all  home  mortgage  loans  originated  by  insti¬ 
tutions. 

Examiners  also  consider  an  institution’s  community  de¬ 
velopment  lending  under  the  lending  test.  A  "commu¬ 
nity  development  loan"  is  a  loan  that: 

( 1 )  Has  as  its  primary  purpose  community  devel¬ 
opment;  and 

(2)  Except  in  the  case  of  a  wholesale  or  limited 

purpose  bank 


(i)  Has  not  been  reported  or  collected  by  the  bank 
or  an  affiliate  for  consideration  in  the  bank’s  as¬ 
sessment  as  a  home  mortgage  .  .  .  loan,  unless  it 
is  a  multifamily  dwelling  loan  .  .  .;  and 

(ii)  Benefits  the  bank’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area  that  includes 
the  bank’s  assessment  area(s). 

60  Fed.  Reg.  at  22,179  (to  be  codified  at  12  CFR 
25.12(i)).  See  also  60  Fed.  Reg.  at  22,190,  22,202,  and 
22,213  (to  be  codified  at  12  CFR  228.12(i),  345.12(i), 
and  563e.  12(h)).  “Community  development”  means, 
inter  alia,  “affordable  housing  (including  multifamily 
rental  housing)  for  low-  or  moderate-income  individu¬ 
als.”  60  Fed.  Reg.  at  22,179,  22,190,  22,202,  and 
22,212  (to  be  codified  at  12  CFR  25.12(h)(1), 
228.12(h)(1),  345.12(h)(1),  and  563e.12(g)(1 )).  There¬ 
fore,  under  the  lending  test,  some  housing  loans  may 
qualify  as  community  development  loans.  Under  this 
provision,  they  would  so  qualify  if  the  loans  had  not 
been  reported  and  collected  by  the  institution  (or  an 
affiliate)  as  home  mortgage  loans  (unless  they  were 
multifamily  dwelling  loans)  and  they  provide  affordable 
housing  for  low-  or  moderate-income  individuals  in  the 
institution’s  assessment  area(s)  or  a  broader  statewide 
or  regional  area  that  includes  the  institution’s  assess¬ 
ment  area(s). 

In  your  proposal,  you  stated  that  the  one-to-four-family 
mortgage  loans  would  be  extended  to  individuals  earn¬ 
ing  50  percent  to  100  percent  of  area  median  income. 
You  should  be  aware  that,  under  the  CRA  regulations, 
“low  income”  is  defined  as  less  than  50  percent  of 
median  income,  and  “moderate  income”  is  defined  as 
at  least  50  percent  and  less  than  80  percent  of  median 
income. 

Institutions  that  Invest  in  the  GIT 

An  institution  that  invests  in  the  UIT  may  receive  positive 
CRA  consideration  under  the  investment  test,  assum¬ 
ing  the  investment  meets  the  definition  of  “qualified 
investment.”  The  regulations  define  a  “qualified  invest¬ 
ment”  as  a  “lawful  investment . . .  that  has  as  its  primary 
purpose  community  development."  See  60  Fed.  Reg. 
at  22,180,  22,191,  22,202,  and  22,213  (to  be  codified 
at  12  CFR  25. 1 2(s),  228.12(s),  345.12(s),  and 
563e.12(r)).  The  phrase  “primary  purpose"  is  not  de¬ 
fined  in  the  regulations;  however,  it  would  commonly  be 
understood  to  mean  that  the  main  purpose  of  the  invest¬ 
ment  activity  is  community  development.  As  discussed 
above,  "community  development"  means,  inter  alia, 
affordable  housing  (including  multifamily  rental  hous¬ 
ing)  for  low-  or  moderate-income  individuals.  An  invest¬ 
ment  in  a  UIT  composed  primarily  of  mortgage-backed 
securities  based  on  loans  that  were  extended  to  mdi- 
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viduals  earning  below  80  percent  of  median  income 
would  fall  within  this  criterion. 

Assuming  an  institution’s  investment  in  the  UIT  is  a 
qualified  investment  and  that  the  investment  benefits 
the  institution's  assessment  area(s)  or  a  broader  state¬ 
wide  or  regional  area  that  includes  its  assessment 
area(s),  examiners  will  consider  this  investment  along 
with  all  of  the  institution’s  qualified  investments  under 
the  investment  test.  Examiners  will  evaluate  the  invest¬ 
ment  performance  of  the  institution  pursuant  to  the 
following  criteria: 

(1)  The  dollar  amount  of  qualified  investments; 

(2)  The  innovativeness  or  complexity  of  qualified 
investments; 

(3)  The  responsiveness  of  qualified  investments 
to  credit  and  community  development  needs;  and 

(4)  The  degree  to  which  the  qualified  investments 
are  not  routinely  provided  by  private  investors. 

60  Fed.  Reg.  at  22,181 , 22,192,  22,204,  and  22,215  (to 
be  codified  at  12  CFR  25.23(e),  228.23(e),  345.23(e), 
and  563e. 23(e)). 

I  trust  this  information  is  helpful  to  you.  You  may  also  be 
interested  to  know  that  the  staffs  of  the  four  financial 
supervisory  agencies  are  presently  developing  an  offi¬ 
cial  commentary  to  provide  additional  guidance  for 
resolving  interpretive  questions  arising  under  the  new 
CRA  regulations. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law 

★  ★  ★ 


703 — February  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  letter  of  October  18,  1995, 
requesting  the  OCC’s  opinion  concerning  whether  na¬ 
tional  banks  may  purchase  tax-exempt,  unrated  mu¬ 
nicipal  revenue  bonds  (“bonds”)  through  an  investment 
corporation’s  tax-exempt  bond  program  ("the  pro¬ 
gram”).  We  conclude  that  a  national  bank  may:  1)  treat 
the  bonds  as  investment  securities,  subject  to  an  ag¬ 
gregate  investment  limit  of  no  more  than  5  percent  of 


the  bank’s  capital  and  surplus;  or  2)  purchase  the 
bonds  as  loan  participations. 

Background 

The  corporation  is  a  nonprofit  corporation  owned  by  33 
financial  institutions.  It  provides:  long-term  financing  for 
affordable  low-income  housing  projects;  equity  invest¬ 
ment  in  projects  that  qualify  for  federal  low  income 
housing  tax  credits;  technical  assistance  to  affordable 
housing  project  sponsors;  and  assistance  to  govern¬ 
ment  entities  to  increase  the  supply  of  affordable  hous¬ 
ing.  The  corporation  received  OCC  approval  as  a 
multibank  community  development  corporation  (CDC) 
in  November  1993,  an  entity  in  which  national  banks 
may  make  community  development  investments.  The 
CDC  was  approved  to  provide  a  loan  fund  pool  for 
affordable  multifamily  rental  housing  and  an  equity  fund 
with  the  Enterprise  Social  Investment  Corporation. 

The  corporation  recently  initiated  the  program  to  in¬ 
crease  its  financing  of  low-  and  moderate-income  hous¬ 
ing  for  eligible  Delaware  residents.  Under  the  program, 
the  corporation  would  purchase  multifamily  housing 
bonds  from  government  issuers  as  agent  for  participat¬ 
ing  corporation  members  that  desire  tax-exempt  in¬ 
come.  The  bonds  would  not  have  any  credit 
enhancements.  Only  corporation  members  would  be 
eligible  to  purchase  the  bonds. 

Discussion 

Purchase  of  Bonds  as  Investment  Securities 

Federal  law  limits  the  types  of  securities  that  national 
banks  may  purchase  for  their  own  account  and  gives 
the  Comptroller  the  authority  to  define  further  the  term 
“investment  securities.”  See  12  USC  24(Seventh).  The 
OCC  has  issued  implementing  regulations  for  section 
24(Seventh)  at  1 2  CFR  1 }  Under  these  regulations,  an 
“investment  security”  includes  “a  marketable  obligation 
in  the  form  of  a  bond,  note,  or  debenture  which  is 
commonly  regarded  as  an  investment  security.”  12  CFR 
1 .3(b).  The  term  does  not  include  investments  that  are 
"predominantly  speculative  in  nature.”  The  OCC  gen¬ 
erally  defines  securities  rated  in  one  of  the  four  highest 
rating  categories  by  a  nationally  recognized  statistical 


'The  OCC  currently  recognizes  in  its  regulations  three  categories  of 
securities  that  are  eligible  for  investment  by  national  banks:  Type  I 
securities,  consisting  of  obligations  of  the  United  States  and  federal 
agencies;  Type  II  securities,  consisting  of  multilateral  development 
bank  obligations  and  state  obligations  issued  for  housing,  dormitory, 
or  university  purposes;  and  Type  III  securities,  defined  as  securities 
“which  a  bank  may  purchase  and  sell  for  its  own  account,  subject  to 
a  10  percent  limitation,  but  may  neither  deal  in  nor  underwrite  12 
CFR  1.3(c)-(e). 
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rating  organization  as  “non-speculative”.  See  An  Exam¬ 
iner's  Guide  to  Investment  Products  and  Practices  at  9 
(1992). 

Investment  securities  must  meet  certain  standards  to 
be  eligible  for  national  bank  investment.  The  purchas¬ 
ing  bank  must  determine,  in  its  “prudent  banking  judg¬ 
ment,”  that  the  obligor  will  be  able  to  perform  all  its 
undertakings  in  connection  with  the  security  and  that 
the  security  is  marketable.  12  CFR  1.5(a).  The  OCC 
considers  a  security  marketable  when  it  may  be  sold 
“with  reasonable  promptness  at  a  price  that  corre¬ 
sponds  reasonably  to  its  fair  value.”  Id.  The  OCC  also 
believes,  in  general,  that  marketability  and  investment 
quality  are  linked,  so  that  as  investment  quality  in¬ 
creases,  so  does  an  obligation’s  marketability.  See 
Letter  from  Mitchell  G.  Stern,  senior  attorney  (May  31, 
1989)  (unpublished)  (“Stern  Letter").  The  OCC  gener¬ 
ally  does  not  consider  privately  placed  securities  to  be 
marketable,  however.  Interpretive  Letter  No.  600  (July 
31,  1992),  reprinted  in  [1992  -  1993  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  ]\  83,427;  Interpretive 
Letter  No.  579  (March  24,  1992),  reprinted  in  [1991  - 
1992  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  H 
83,349.  See  also  SEC  Rule  144(d)(1),  17  CFR  230.144 
(requiring  a  two-year  holding  period  for  privately 
placed  securities)2 

The  bonds  are  unrated  and  there  are  insufficient  data 
to  conclude  that  their  credit  quality  is  equivalent  to  that 
of  rated  investment  securities. 

Purchase  of  Bonds  Subject  to  5  Percent  Aggregate 
Limit 

The  OCC  allows  a  national  bank  to  purchase  securities 
lacking  substantial  performance  data  if  it  can  docu¬ 
ment  an  obligor’s  ability  to  perform  based  “predomi¬ 
nantly  upon  estimates  which  [the  bank]  believes  to  be 
reliable."  12  CFR  1  5(b).  This  provision  permits  a  bank 
to  exercise  “a  somewhat  broader  range  of  judgment 
with  respect  to  a  more  restricted  portion  of  its  invest¬ 
ment  portfolio.”  Id.  Securities  purchased  under  the 
“reliable  estimates”  standard  over  time  may  become 
eligible  for  purchase  as  Type  II  securities  subject  to  a 
10  percent  investment  limit.  Id. 

National  banks  may  be  able  to  purchase  the  bonds 
under  the  “reliable  estimates"  standard  in  an  aggregate 
amount  no  greater  than  5  percent  of  their  capital  and 
surplus  12  CFR  1.7(b).  This  limit  applies  against  all 
securities  in  their  portfolios  acquired  predominantly  on 


'r>'’  iiri  private/  placed  securities  might  satisfy  the  marketability 
requirement  m  F’art  1  in  the  future  Sen  leterpretive  Letters  600  and 

579  supra 


the  basis  of  reliable  estimates,  rather  than  on  a  per 
issue  basis.  Because  the  bonds  lack  performance  data 
at  this  time,  national  banks  will  need  to  rely  on  projec¬ 
tions  of  future  performance  to  make  judgments  about 
their  quality.  They  should  carefully  analyze  earnings 
projections  for  the  housing  projects  that  the  bonds  will 
finance  and  satisfy  themselves  that  such  projections 
are  realistic. 

National  banks  purchasing  the  bonds  under  the  “reli¬ 
able  estimates”  standard  also  must  satisfy  themselves 
that  the  bonds  may  be  sold  with  reasonable  prompt¬ 
ness  at  a  price  that  corresponds  reasonably  to  their  fair 
value.  See  12  CFR  1.5(a).  If  national  banks  can  dem¬ 
onstrate  that  the  obligor  will  be  able  to  perform  on  the 
bonds,  they  may  appropriately  conclude  that  the  bonds 
may  be  sold  with  reasonable  promptness  at  a  price 
which  corresponds  reasonably  to  their  fair  value,  since 
the  OCC  has  previously  noted  that,  as  investment  qual¬ 
ity  increases,  it  becomes  easier  to  dispose  of  an  invest¬ 
ment.  See  Stern  Letter,  supra.  We  caution,  however,  that 
there  are  additional  measures  for  determining  a  bank’s 
ability  to  dispose  of  an  investment  besides  investment 
quality.  National  banks  also  may  look  to  such  factors  as 
the  size  of  the  issue,  the  method  of  distribution  of  the 
bonds,  and  how  many  and  what  types  of  investors 
purchase  and  hold  the  bonds.  Although  the  corporation 
has  only  33  members,  they  all  share  an  interest  in 
developing  affordable  housing  and  may  create  a  mar¬ 
ket  among  themselves  for  the  bonds  after  the  initial 
private  placement.  It  is  the  responsibility  of  national 
banks  to  appropriately  document  their  analyses  of  the 
credit  quality  of  the  bonds,  and  whether  the  bonds  may 
be  sold  with  reasonable  promptness  at  a  price  which 
corresponds  reasonably  to  their  fair  value.  We  further 
note  that  the  adequacy  of  such  analyses  is  subject  to 
review  by  OCC  examiners. 

Purchase  of  Bonds  as  Loan  Participations 

National  banks  also  may  be  able  to  purchase  the  bonds 
as  loans  or  loan  participations.  The  OCC  previously  has 
concluded  that  national  banks  may  purchase  participa¬ 
tion  interests  in  pooled  loans  under  their  general  lend¬ 
ing  power.  Interpretive  Letter  No.  579  (March  24,  1 992), 
reprinted  in  [  1 99 1  -  1992  Transfer  Binder]  Fed.  Banking 
L.  Rep.  (CCH)  U  83,349. 

National  banks  that  purchase  the  bonds  as  loans  must 
comply  with  the  lending  limit  restrictions  in  12  USC  84 
and  may  not  purchase  them  in  an  amount  exceeding 
15  percent  of  capital  and  surplus.  Id.  Bank  purchasers 
also  must  adhere  to  the  prudential  requirements  in 
Banking  Circular  No.  181  (Rev.)  (August  2,  1984),  in¬ 
cluding  the  requirement  that  they  perform  an  inde¬ 
pendent  analysis  of  the  loan  pool  to  satisfy  themselves 
that  the  underlying  credits  meet  their  own  credit  stand- 
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ards.  Conforming  to  proper  credit  administration  stand¬ 
ards  requires  continued  access  over  the  life  of  the 
bonds  to  appropriate  credit  and/or  portfolio  perform¬ 
ance  data.  Interpretive  Letter  No.  600  (July  31,  1992), 
reprinted  in  [  1992- 1993  Transfer  Binder]  Fed.  Banking 
L.  Rep.  (CCH)  H  83,427.  Bank  purchasers  must  main¬ 
tain  the  analysis  undertaken  at  the  time  they  acquire  the 
bonds  as  part  of  their  fully  documented  loan  files.  Id. 

Purchase  of  Bonds  under  12  CFR  24 

As  previously  discussed,  the  corporation  already  re¬ 
ceived  OCC  approval  as  a  multi-investor  CDC.  If  you 
desire  to  have  the  bonds  considered  as  another  activity 
of  the  CDC,  you  must  submit  a  letter  to  Janice  A. 
Booker,  Director,  Community  Development  Division,  Of¬ 
fice  of  the  Comptroller  of  the  Currency,  250  E  St.,  SW, 
Washington,  DC  20219. 

Lee  Walzer 
Senior  Attorney 

Securities  and  Corporate  Practices  Division 

★  *  ★ 


704 — February  1996 


Re:  Federated  Investors,  Inc. 

Dear  Sir/Madam: 

This  letter  is  in  response  to  your  inquiry  dated  February 
23,  1995,  submitted  on  behalf  of  your  client.  You  re¬ 
quested  that  the  Office  of  the  Comptroller  of  the  Cur¬ 
rency  (OCC)  confirm  your  belief  that  a  national  bank 
may  invest  trust  assets  in  mutual  funds  that  pay  the 
bank  fees  for  administrative  services  without  corre¬ 
spondingly  reducing  the  bank’s  trust  account  compen¬ 
sation,  when  the  receipt  of  such  administrative  fees  is 
authorized  by  applicable  state  law.  We  believe  a  na¬ 
tional  bank  may  make  the  investment  described  and 
receive  the  fees,  provided  the  bank  concludes  that  the 
arrangement  is  authorized  by  state  law  and  that  it  would 
not  be  inconsistent  with  the  underlying  trust  instrument. 

Your  letter  describes  a  mutual  fund  complex,  “Fund 
Family  B,”  which  is  used  by  national  banks,  as  fiduci¬ 
aries,  for  the  investment  of  trust  accounts. 1  Fund  Family 


Vour  letter  also  describes  a  "Fund  Family  A"  and  its  hypothetical 
relationship  to  national  bank  fiduciary  accounts.  Your  description, 
however,  does  not  include  any  request  for  OCC  review.  This  letter 
accordingly  takes  no  position  on  any  aspect  of  the  Fund  Family  A 
description 


B  incurs  ordinary  expenses  for  services,  including  in¬ 
vestment  advisory,  custodial,  transfer  agent,  adminis¬ 
trative  and  shareholder  servicing.  The  services  are 
performed  by  third  parties  unrelated  to  the  investing 
banks.  The  mutual  funds  impose  sales  charges  (loads) 
and  other  charges  to  investors.  In  addition,  Fund  Family 
B  will  pay  part  of  its  administrative  fees  (20  basis  points) 
to  banks  for  performing  administrative  services  such  as 
electronically  transferring  and  receiving  funds  for  pur¬ 
chases  and  redemptions  and  confirming  and  reconcil¬ 
ing  all  such  transactions.  You  have  further  represented 
to  us  that  national  banks  will  not  invest  collective  invest¬ 
ment  assets  in  the  shares  of  Fund  Family  B  funds. 

Your  letter  notes  that  because  the  receipt  of  adminis¬ 
trative  fees  by  national  banks  from  Fund  Family  B 
creates  a  conflict  of  interest  under  12  CFR  9.12,  an 
investing  bank  must  ask  its  local  trust  counsel  for  an 
opinion  as  to  whether  the  investment  of  trust  assets  in 
Fund  Family  B  would  be  consistent  with  the  bank’s 
fiduciary  duty  under  local  trust  law.  In  the  example  you 
provided,  the  bank’s  trust  counsel  determined  that  local 
trust  law  specifically  authorizes  the  investment  of  trust 
assets  in  mutual  funds,  including  mutual  funds  that  pay 
fees  to  the  trustee  for  performing  services  to  the  fund, 
subject  to  disclosure  of  the  amount  of  the  fees  paid  by 
the  fund  to  the  bank.  The  local  trust  law  does  not  require 
the  bank  to  reduce  its  trust  account  fees  when  it  invests 
in  mutual  funds.  Accordingly,  the  bank’s  trust  counsel 
considers  that  the  investment  of  trust  assets  in  Fund 
Family  B  is  proper  under  local  trust  law  and  that  the 
bank  may  receive  the  administrative  fees  from  the  fund 
while  continuing  to  receive  its  usual  trust  account  fee, 
provided  that  the  disclosures  required  by  local  law  are 
made. 

The  OCC  has  previously  stated  that  investment  of  fidu¬ 
ciary  assets  in  mutual  funds  that  pay  the  bank  fees  for 
services  creates  a  conflict  of  interest  governed  by  12 
CFR  9. 1 2(a).2  Investments  by  bank  fiduciaries  in  these 
funds  and  the  receipt  by  the  banks  of  any  remuneration 
based  on  those  investments,  are  permitted  only  to  the 
extent  authorized  under  state  law,  the  trust  instrument, 
or  court  order.  Id.  A  trustee’s  overall  fees  must  be 
consistent  with  any  state  law  requirements  that  fees  be 
reasonable,  necessary,  or  appropriate,3  and  the  fee 
arrangement  must  be  disclosed  pursuant  to  any  rele¬ 
vant  state  law  disclosure  requirements.  Where  the  com¬ 
pensation  paid  to  fiduciaries  is  not  regulated  by  local 


2 See  e.g.,  OCC  Banking  Circular  219.  issued  October  31 , 1986,  OCC 
Letter  from  Chief  Counsel  P  Allan  Schott  to  John  D  Hawke,  Arnold 
&  Porter,  dated  August  8,  1990  (concerning  investments  by  national 
bank  trustees  of  trust  assets  in  mutual  funds  for  which  the  same  bank 
serves  as  investment  adviser) 

3 See  Restatement  (Third)  Of  Trusts  227(c)(3)  (1992),  and  III  Scott  & 
Fratcher,  The  Law  of  Trusts,  section  188  (4th  ed  1988) 
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law,  provided  for  in  the  trust  instrument,  or  otherwise 
agreed  to  by  the  parties,  those  fees  must  be  reason¬ 
able,  consistent  with  the  requirements  of  12  CFR  9.15. 

In  our  opinion,  if  a  bank  concludes,  based  upon  a 
reasoned  opinion  of  its  local  trust  counsel,  that  applica¬ 
ble  state  trust  law  authorizes  the  investment  of  trust 
assets  in  mutual  funds,  including  mutual  funds  that  pay 
fees  to  the  trustee  for  performing  services  to  the  fund, 
and  does  not  require  a  bank  to  reduce  its  trust  account 
fees  when  it  invests  in  mutual  funds,  and  that  the 
investment  is  not  inconsistent  with  the  particular  trust 
instrument  in  question,  a  national  bank  may  make  in¬ 
vestments  and  receive  fees  consistent  with  such  state 
law  standards.  Our  conclusion  also  is  premised  upon 
the  trustee  bank  determining  that  the  investment  is 
prudent  and  appropriate  for  the  fiduciary  accounts,  and 
is  otherwise  consistent  with  state  law  fiduciary  require¬ 
ments  (including  the  obligation  to  incur  only  reasonable 
expenses  and  periodically  review  the  prudence  of  re¬ 
taining  these  investments.) 

Julie  L.  Williams 
Chief  Counsel 

★  ★  ★ 


705— March  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  letter  of  September  29,  1 995, 
concerning  the  proposal  of  A,  an  electronic  funds  trans¬ 
fer  (EFT)  network  in  the  northwestern  United  States,  to 
participate  in  a  joint  venture  with  B.  For  the  reasons 
given  below,  it  is  my  opinion  that  national  banks  could 
lawfully  participate  in  the  proposed  joint  venture. 

Description  of  the  Proposed  Joint  Venture 

A  is  a  limited  partnership  whose  limited  partners,  the 
owners,  are  31  depository  institutions,  including  four 
national  banks.  The  national  banks  own  about  50  per¬ 
cent  of  the  partnership.  The  general  partner  is  a  non¬ 
profit  corporation,  whose  members  are  the  same  31 
depository  institution  limited  partners. 

A  currently  provides  automated  teller  machine  (ATM) 
and  point  of  sale  (POS)  and  related  services  to  deposi¬ 
tory  institutions  located  primarily  in  the  states  of  Wash¬ 
ington,  Oregon,  Idaho,  Alaska,  and  the  Canadian 
provinces  of  British  Columbia,  Alberta,  and  Saskatch¬ 
ewan  It  operates  a  "switch”  for  ATM  and  POS  transac¬ 
tions.  i.e  ,  it  receives  information  concerning  a 


transaction  to  be  effected  by  a  holder  of  an  ATM  or  debit 
card  (bearing  one  of  A's  marks)  at  an  ATM  or  POS 
terminal  (that  also  bears  one  of  As  marks),  and  trans¬ 
mits  that  information  to  the  depository  institution  main¬ 
taining  that  card  holder’s  account.  Certain  transaction 
information  is  transmitted  by  the  network  to  other 
ATM/POS  networks  (rather  than  directly  to  the  deposi¬ 
tory  institution  maintaining  the  card  holder’s  account) 
pursuant  to  so-called  “gateway”  agreements  between 
A  and  these  other  networks.  The  network  than  transmits 
back  the  authorization  (or  denial  of  authorization)  for  the 
transaction  it  has  received  from  the  card  holder’s  de¬ 
pository  institution.  The  entire  process  generally  takes 
place  in  less  than  three  seconds.  The  network  reports 
certain  data  about  the  transactions  it  processes  to  its 
owners  and  members. 

A  also  provides  ATM/POS-related  services  to  those  of 
its  owners  and  members  that  choose  to  contract  for 
such  services.  These  include  ATM  maintenance  serv¬ 
ices  (such  as  cleaning  and  repair,  replenishment  of 
cash,  receipts  and  deposit  envelopes),  the  furnishing 
of  plastic  cards  for  the  customers  of  the  owners  and 
members,  and  the  provision  of  ATM/POS  terminal  sup¬ 
plies  (such  as  signage  and  banners,  receipts,  ribbons, 
audit  tapes,  and  ink  rolls). 

ATM  and  POS  transactions  processed  by  the  network 
are  settled  on  a  net  basis.  The  network  provides  daily 
net  settlement  information  to  this  bank,  which  maintains 
correspondent  banking  relationships  with  the  owners 
and  members,  and  the  bank  then  effects  settlement  by 
debiting  and  crediting  these  correspondent  accounts 
in  accordance  with  the  information  provided. 

It  is  proposed  that  the  business  of  the  network  will  be 
assumed  by  a  joint  venture  between  the  owners  of  A  and 
B,  a  data  processing  company.  The  joint  venture  will  be 
owned  50  percent  by  the  current  owners  of  A,  and  50 
percent  by  B.  The  general  partners  of  the  joint  venture 
partnership  will  be  the  corporation  and  a  wholly-owned 
subsidiary  of  B.  Upon  creation  of  the  joint  venture  partner¬ 
ship,  the  limited  partnership  will  be  dissolved.  Each  de¬ 
pository  institution  that  will  own  an  interest  in  the  joint 
venture  will  own  its  interest  either  directly  or  through  a 
subsidiary  of  the  depository  institution. 

The  network  will  contribute  all  of  its  marks,  customer 
contracts,  marketing  agreements  and  related  goodwill 
to  the  joint  venture  partnership.  The  network  will  also 
transfer  all  of  its  operating  assets  to  B,  which  will  utilize 
them  to  provide  services  to  the  joint  venture.  B  will 
contribute  to  the  joint  venture  certain  marks  and 
ATM/POS  processing  contracts  for  its  customers  lo¬ 
cated  in  the  states  of  Alaska,  Arizona.  California.  Colo¬ 
rado,  Flawaii,  Idaho,  Montana,  New  Mexico,  Oregon, 
Nevada,  Utah,  Washington,  and  Wyoming. 
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The  services  to  be  provided  by  the  joint  venture  part¬ 
nership  to  its  depository  institution  customers  will  be 
provided  through  B  pursuant  to  a  service  agreement 
between  B  and  the  partnership.  B  will  primarily  utilize 
the  network’s  existing  processing  center  in  Bellevue, 
Washington,  which  is  among  the  assets  being  contrib¬ 
uted  by  the  network  in  connection  with  the  formation  of 
the  joint  venture.  B  will  be  paid  an  amount  equal  to  its 
costs  incurred,  subject  to  certain  caps,  and  also  sub¬ 
ject  to  audit  review  by  outside  auditors  hired  by  the 
general  partner. 

The  two  general  partners  will  exercise  their  responsi¬ 
bilities  through  a  management  board,  which  will  consist 
of  10  members  appointed  by  the  A  general  partner  and 
10  members  appointed  by  the  B  general  partner.  For 
most  matters  to  be  determined  by  the  management 
board,  approval  of  76  percent  or  more  of  the  voting 
power  of  the  board  will  be  required.  Each  A  board 
member  will  have  5  percent  of  the  voting  power  of  the 
management  board.  Certain  matters  will  require  84 
percent  of  the  voting  power  of  the  board.  For  these 
matters,  the  50  percent  of  the  management  board’s 
voting  power  allocated  to  the  A  board  members  will  be 
divided  among  the  members  in  proportion  to  their 
respective  partnership  interests  in  the  joint  venture 
partnership.  Finally,  certain  decisions,  such  as  the  ad¬ 
mission  of  a  new  partner,  termination  of  the  joint  ven¬ 
ture,  or  amendments  to  the  articles,  bylaws  or 
partnership  agreement,  will  require  a  vote  of  84  percent 
of  the  partnership  interests. 

The  owners  of  the  network  will  by  operation  of  law 
automatically  acquire  equivalent  ownership  interests  in 
the  joint  venture  partnership.  The  owners  of  the  network 
will  not  be  required  to  make  any  additional  financial 
contribution  in  connection  with  their  acquisition  of  the 
joint  venture  partnership  interests. 

The  partnership  agreement  of  the  joint  venture  will 
provide  that  the  limited  partners  will  not  be  liable  for  the 
debts  or  obligations  of  the  joint  venture  partnership. 
Although  the  joint  venture  will  have  the  right  to  make 
capital  calls  on  the  limited  partners,  the  partners  will  be 
subject  in  this  regard  to  an  aggregate  maximum  of  $6 
million.  Each  of  the  partners  will  be  subject  to  an 
individual  capital  call  limit  equal  to  its  pro  rata  share  of 
this  $6  million  aggregate  maximum.  This  is  comparable 
to  the  capital  call  limitation  that  applies  today  to  the 
owners  under  the  agreement.  At  no  time  will  any  part¬ 
ner’s  aggregate  investment  in  the  joint  venture  exceed 
5  percent  of  its  capital. 

It  is  contemplated  that  the  joint  venture  will  engage  only 
in  the  same  activities  as  those  of  the  network  summa¬ 
rized  above.  As  has  been  and  is  the  case  with  the 
network,  the  joint  venture  will  presumably  over  time 


explore  the  feasibility  of  offering  new  EFT  and  related 
products  and  services.  A  supermajority  vote  of  84 
percent  will  be  required  to  approve  any  such  new 
product  or  service.  The  partnership  agreement  will 
provide  that  the  partnership  will  only  engage  in  activi¬ 
ties  that  have  been  approved  for  each  of  the  types  of 
depository  institutions  constituting  the  A  partners,  in¬ 
cluding  the  national  banks,  and  in  accordance  with  all 
applicable  laws  and  regulations. 

If  notwithstanding  the  foregoing  the  joint  venture  were 
to  determine  to  engage  in  an  activity  that  is  not  permis¬ 
sible  for  one  or  more  of  the  A  partners,  the  partnership 
agreement  will  provide  a  mechanism  for  these  partners 
to  withdraw  prior  to  commencement  of  the  activity.  The 
interests  of  the  withdrawing  partner(s)  would  be  pur¬ 
chased  at  a  fair  market  value.  The  joint  venture  is 
planned  for  a  10-year  term,  with  two  10-year  renewals 
possible.  Either  the  B  or  the  A  partners  may  terminate 
early  if  the  joint  venture  fails  to  meet  certain  specified 
financial  objectives. 

The  partnership  agreement  will  specify  that  the  partner¬ 
ship  will  be  subject  to  examination,  supervision  and 
regulation  of  the  banking  regulators  with  jurisdiction 
over  the  partners,  including  the  OCC.  Under  the  inter¬ 
agency  EDP  examination  policy,  B  currently  also  is  sub¬ 
ject  to  examination  by  the  federal  banking  regulators. 

It  is  believed  that  the  joint  venture  will  enable  the  A 
partners  and  the  hundreds  of  other  depository  institu¬ 
tions  that  will  receive  services  to  achieve  maximum 
benefit  from  a  relationship  with  B.  The  participation  of 
B  through  an  ownership  interest  in  the  partnership, 
rather  than  for  example  as  merely  a  third-party  provider 
of  services  to  the  network,  will  provide  an  incentive  for 
B  to  contribute  its  expertise,  experience,  and  resources 
to  the  benefit  of  the  A  partners  and  the  other  depository 
institution  members  of  the  joint  venture.  Through  the  “at 
cost”  service  agreement,  the  partners  and  depository 
institutions  involved  will  benefit  from  the  economies  of 
scale  that  will  result  from  the  joint  venture.  And  unlike 
the  network  currently,  the  joint  venture  will  not  incur 
capital  expenditures  for  hardware,  which  will  be  pro¬ 
vided  by  B.  Finally,  while  enjoying  these  benefits,  the 
partners  will  retain  effective  control  of  the  operations  of 
the  joint  venture  through  their  veto  right  and  other 
structural  elements  described  above. 

Legal  Analysis 

In  a  variety  of  circumstances  the  OCC  has  permitted 
national  banks  to  own,  either  directly  or  indirectly 
through  an  operating  subsidiary,  a  minority  interest  in 
an  enterprise.  The  enterprise  might  be  a  partnership,  a 
corporation,  or  in  more  recent  examples,  a  limited 
liability  company.  Four  general  criteria  or  standards  can 
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be  distilled  from  our  previous  decisions  in  this  area  of 
permissible  minority  investments  for  national  banks 
and  their  subsidiaries:  (1)  The  activities  of  the  enter¬ 
prise  in  which  the  investment  is  made  must  be  limited 
to  activities  that  are  part  of  or  incidental  to  the  business 
of  banking.  (2)  The  bank  must  be  able  to  prevent  the 
enterprise  from  engaging  in  activities  that  do  not  satisfy 
this  requirement.  (3)  The  bank’s  loss  exposure  must  be 
limited,  as  a  legal  and  accounting  matter,  and  the  bank 
must  not  have  open-ended  liability  for  the  obligations 
of  the  enterprise.  (4)  The  investment  must  be  conven¬ 
ient  or  useful  to  the  bank  in  carrying  out  its  business 
and  not  a  mere  passive  investment  unrelated  to  that 
bank’s  banking  business.  Each  of  these  four  require¬ 
ments  is  discussed  below,  and  applied  to  the  facts  of 
the  proposed  joint  venture. 

(1)  The  activities  of  the  enterprise  in  which  the  invest¬ 
ment  is  made  must  be  limited  to  activities  that  are  part 
of  or  incidental  to  the  business  of  banking. 

Our  precedents  on  minority  ownership  have  recog¬ 
nized  that  the  enterprise  in  which  the  bank  holds  an 
interest  must  confine  its  activities  to  those  that  are  part 
of  or  incidental  to  the  business  of  banking.  This  inter¬ 
pretation  preserves  the  overall  scheme  of  regulation  of 
the  national  banking  system  established  by  Congress. 

For  instance,  since  a  national  bank  can  provide  options 
clearing  services  to  customers,  it  can  purchase  stock 
in  a  corporation  providing  options  clearing  services. 
Interpretive  Letter  No.  380,  Dec.  29,  1986,  reprinted  in 
[1988-1989  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
para.  85,604  n.8.  Since  the  operation  of  an  ATM  network 
is  “a  fundamental  part  of  the  basic  business  of  banking,” 
an  equity  investment  in  a  corporation  operating  such  a 
network  is  permissible.  Letter  of  Robert  Serino,  Deputy 
Chief  Counsel,  Nov.  9,  1992.  Check  verification  services 
are  incidental  to  banking,  so  banks  may  purchase  stock 
of  a  corporation  providing  check  verification  services. 
Letter  of  John  Shockey,  Deputy  Chief  Counsel,  June  7, 
1976.  The  precedents  cited  demonstrate  that  all  the  ac¬ 
tivities  of  the  entity  in  which  the  investment  is  made  must 
be  part  of  or  incidental  to  banking. 

In  the  proposed  venture,  the  ATM-  and  POS-related 
activities  are  all  permissible  banking  for  customers, 
utilizing  evolving  technology  to  enable  those  customers 
to  better  communicate  with  their  institutions  in  connec¬ 
tion  with  loans,  deposits,  and  other  financial  services. 
Indeed,  the  venture  will  for  the  time  being  deliver  the 
same  products  and  services  that  are  currently  being 
provided  by  the  network  to  its  owners  and  member 
depository  institutions. 

(2)  The  bank  must  bn  able  to  prevent  the  enterprise  from 
onq. ,  igmq  in  activities  tt  tat  do  not  meet  the  foregoing  standard 


This  is  an  obvious  corollary  of  the  first  standard.  It  is  not 
enough  that  the  enterprise’s  activities  are  permissible  at  the 
time  the  bank  acquires  ownership;  they  must  also  remain 
permissible  for  as  long  as  the  bank  has  an  ownership  interest. 
This  standard  may  be  met  in  different  ways,  depending 
upon  the  type  of  entity  in  which  the  investment  is  made. 

Ordinarily,  in  the  absence  of  agreement  otherwise, 
each  partner  in  a  general  partnership  has  equal  rights 
in  the  management  and  conduct  of  the  partnership 
business,  regardless  of  the  level  of  "ownership.”  Uni¬ 
form  Partnership  Act  40 1  (f)(  1 994).  In  addition,  partners 
can  allocate  control  among  themselves  through  a  part¬ 
nership  agreement.  Id.  103(a).  Such  agreements  com¬ 
monly  require  a  unanimous  vote  on  matters  deemed  to 
be  fundamental,  thus  giving  each  partner  a  veto  power. 
Therefore,  when  a  national  bank  invests  through  an 
operating  subsidiary  in  a  general  partnership,  for  ex¬ 
ample,  the  OCC  requires  that  the  bank  be  able  to 
exercise  a  veto  power  over  the  activities  of  the  partner¬ 
ship.  See,  e.g.,  Interpretive  Letter  No.  625,  July  1,  1993 
[1993-1994  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)  para.  83,507.  This  ensures  that  the  bank  will  not 
become  involved  in  impermissible  activities. 

A  minority  shareholder  in  a  corporation  may  not  possess 
comparable  veto  power.  In  that  case,  the  OCC  has  re¬ 
quired  that  the  corporation’s  articles  of  incorporation  or 
bylaws  limit  its  activities  to  those  that  are  permissible  for 
national  banks.  See,  e.g.,  Letters  of  Peter  Liebesman, 
assistant  director,  LASD,  Jan.  26,  1981  and  Jan.  4,  1983. 

According  to  your  description  of  the  proposed  venture, 
initially  the  enterprise  will  engage  only  in  activities 
currently  being  performed  by  the  network.  A  superma¬ 
jority  vote  of  84  percent  will  be  required  to  approve  any 
new  product  or  service.  The  partnership  agreement  will 
provide  that  the  partnership  will  only  engage  in  activi¬ 
ties  that  have  been  approved  for  each  of  the  types  of 
depository  institutions  constituting  the  A  partners,  in¬ 
cluding  the  national  banks.  If  notwithstanding  the  fore¬ 
going  the  joint  venture  does  at  some  point  decide  to 
engage  in  an  activity  that  is  not  permissible  for  one  or 
more  of  the  partners,  these  partners  will  be  able  to 
withdraw  prior  to  commencement  of  the  activity,  said 
withdrawal  to  be  based  on  fair  market  value  to  protect 
the  parties.  This  proposed  plan  of  operation  and  set  of 
conditions  ensure  that  the  activities  of  the  venture  will 
remain  permissible  for  the  national  bank  owners  so  long 
as  they  are  involved  in  the  enterprise. 

(3)  The  bank's  loss  exposure  must  be  limited,  as  a  legal 
and  accounting  matter,  and  the  bank  must  not  have 
open-ended  liability  for  the  obligations  of  the  enterprise 

A  primary  concern  of  the  OCC  is  that  national  banks 
should  not  be  subjected  to  undue  risk  We  will  object  to 
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proposals  that  have  the  potential  for  large  liability  ex¬ 
posure  for  the  investing  national  bank.  See,  e.g.,  Letter 
of  Peter  Liebesman,  assistant  director,  LASD,  Jan.  4, 
1983.  Therefore,  it  is  important  that  a  national  bank’s 
investment  in  an  enterprise  not  expose  it  to  unlimited 
liability. 

The  partnership  agreement  in  the  proposed  venture  will 
provide  that  the  limited  partners,  including  the  four 
national  bank  owners,  will  not  be  liable  for  the  debts  or 
obligations  of  the  joint  venture  partnership.  Although 
there  may  be  capital  calls  on  the  limited  partners,  the 
partners  will  be  subject  to  an  aggregate  maximum  of 
$6  million.  Each  of  the  partners  will  be  subject  to  a  pro 
rata  share  of  this  aggregate  $6  million  maximum.  At  no 
time  will  any  partners’s  investment  in  the  joint  venture 
exceed  5  percent  of  its  capital.  The  four  national  banks 
that  currently  own  interests  in  the  network  will  therefore 
not  be  exposing  themselves  to  an  open-ended  liability 
for  the  obligations  of  the  new  enterprise  if  it  is  formed 
as  planned. 

(4)  The  investment  must  be  convenient  or  useful  to  the 
bank  in  carrying  out  its  business  and  not  a  mere  passive 
investment  unrelated  to  that  bank’s  banking  business. 

Twelve  USC  24(Seventh)  gives  national  banks  inciden¬ 
tal  powers  that  are  “necessary”  to  carry  on  the  business 
of  banking.  “Necessary”  has  been  judicially  construed 
to  mean  “convenient  or  useful.”  Arnold  Tours,  Inc.  v. 
Camp,  472  F.2d  427,  432  (1st  Cir.  1972).  A  consistent 
thread  running  through  OCC  precedents  concerning 
minority  ownerships  by  banks  has  been  that  such  own¬ 
ership  must  be  convenient  or  useful  to  the  bank  in  its 
conduct  of  business.  The  investment  must  benefit  or 
facilitate  that  business,  and  cannot  be  a  mere  passive 
or  speculative  investment. 

For  example,  in  the  Serino  Letter,  supra,  we  permitted 
a  national  bank  to  take  an  equity  interest  in  a  corpora¬ 
tion  operating  an  ATM  and  POS  network.  We  found  that 
the  purchase  of  the  stock  was  not  for  speculative 
purposes,  but  would  facilitate  the  bank’s  participation 
in  the  network.  Interpretive  Letter  No.  543,  Feb.  13, 
1991  [1990-1991  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)  para.  83,255,  involved  the  purchase  of  stock  in 
a  corporation  providing  information  on  the  government 
securities  market.  Ownership  of  the  stock  would  be 
useful  to  the  investing  bank’s  business  as  a  primary 
dealer  in  U.S.  government  securities.  In  Interpretive 
Letter  No.  554,  May  7,  1990  [1991-1992  Transfer 
Binder]  Fed.  Banking  L.  Rep.  (CCH)  para.  83,301,  we 
approved  the  purchase  of  stock  in  a  company  affiliated 
with  a  banking  industry  captive  insurance  company, 
where  purchasing  the  stock  was  necessary  to  enable 
the  bank  to  obtain  insurance  from  the  captive  insurer. 
Since  adequate  insurance  is  a  business  necessity,  it  is 


incidental  to  the  business  of  banking  for  a  national  bank 
to  obtain  insurance  coverage  for  itself  and  its  directors 
and  officers.  And  Interpretive  Letter  No.  421,  March  14, 
1988  [1988-1989  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)  para.  85,645  approved  the  purchase  of  stock  in 
a  corporation  providing  services  to  participants  in  the 
government  securities  market.  The  acquiring  national 
bank  would  benefit  in  its  own  banking  business  through 
reduced  costs  and  being  able  to  take  advantage  of 
services  provided  by  the  corporation. 

As  indicated  in  your  letter,  it  is  believed  that  the  joint  venture 
will  enable  its  bank  owners  and  other  depository  institution 
members  to  receive  several  direct  benefits  from  the  rela¬ 
tionship.  The  participation  of  B  in  the  venture,  rather  than 
having  it  be  involved  merely  as  a  third-party  provider  of 
services,  will  provide  an  incentive  to  B  to  contribute  its 
expertise,  experience  and  resources  to  the  benefit  of  the 
partners  and  other  members.  It  will  achieve  economies  of 
scale  in  the  technological  delivery  of  banking  services  to 
customers,  particularly  in  view  of  the  “at  cost”  service 
agreement.  And  unlike  the  network  in  its  current  operations, 
the  new  venture  will  not  incur  expenditures  for  hardware, 
which  will  be  supplied  by  B.  For  all  these  reasons,  the 
proposed  venture  does  not  involve  the  partners,  including 
the  national  banks,  in  a  mere  passive  or  speculative  equity 
investment.  Instead,  it  allows  these  institutions  to  conduct 
some  of  their  banking  business  in  ways  that  are  convenient 
and  useful  to  them,  and  to  their  customers. 

In  sum,  the  four  standards  which  the  OCC  has  applied 
in  permitting  national  bank  minority  investments  in  part¬ 
nerships,  in  corporations,  and  more  recently  in  limited 
liability  companies,  are  satisfied  by  the  proposed  joint 
venture.  I  trust  this  reply  is  responsive  to  your  inquiry. 

William  B.  Glidden 
Assistant  Director 

Bank  Activities  and  Structure  Division 

★  ★  * 


706 — March  1996 


Re:  Alabama  Restrictions  on  Sunday  Operations 
Dear  Sir/Madam: 

This  is  in  response  to  your  December  8,  1995  letter 
seeking  the  OCC’s  views  on  whether  a  provision  of 
Alabama  law  which  purports  to  prohibit  banks  from 
performing  full  banking  services  on  Sundays  is  appli¬ 
cable  to  national  banks. 
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Section  5-5A-30(a)  (1995  Supp.)  of  the  Alabama  Code 
provides  in  pertinent  part: 

Any  bank  may  lawfully  receive  deposits  or  pay- 
checks  or  sight  drafts  and  transact  any  other 
business  on  any  legal  holiday,  excepting  Sunday, 
in  the  same  manner  and  way  that  it  is  authorized 
to  do  on  any  legal  banking  day. 

This  statutory  provision  does  not  apply  to  automated 
teller  machines,  which  are  specifically  authorized  in 
subsection  (b)  of  the  statute  to  operate  24  hours  a  day, 
including  Sundays. 

Based  upon  my  review  of  the  statute  and  OCC  prece¬ 
dent,  it  is  my  view  that  this  provision  of  the  Alabama 
Code  conflicts  with  the  authority  conferred  on  national 
banks  by  Congress  under  the  national  banking  laws 
and  is  therefore  preempted. 

Discussion 

The  question  of  the  extent  to  which  national  banks  are 
subject  to  state  laws  has  existed  since  the  inception  of 
the  first  National  Bank  Act  in  1863.  Under  the  dual 
banking  system,  all  banks,  including  national  banks, 
are  subject  to  the  laws  of  the  state  in  which  they  are 
located  unless  those  state  laws  are  preempted  by  federal 
law  or  regulation.  The  basic  premise,  expressed  numer¬ 
ous  times  by  the  United  States  Supreme  court,  is: 

that  the  national  banks  organized  under  the  Acts 
of  Congress  are  subject  to  state  legislation,  ex¬ 
cept  where  such  legislation  is  in  conflict  with  some 
Act  of  Congress,  or  where  it  tends  to  impair  or 
destroy  the  utility  of  such  banks,  as  agents  or 
instrumentalities  of  the  United  States,  or  interferes 
with  the  purposes  of  their  creation. 

Waite  v.  Dowley,  94  U.S.  527,  533  (1877).  See  also 
Davis  v.  Elmira  Savings  Bank,  161  U.S.  275  (1896); 
Anderson  National  Bank  v.  Luckett ,  321  U.S.  233,  248 
(1944).  Banking  is  the  subject  of  comprehensive  regu¬ 
lation  at  both  the  federal  and  state  level  and  the  valid 
exercise  of  concurrent  powers  is  the  general  rule  unless 
the  state  law  is  preempted.  State  law  applicable  to 
national  banks  will  generally  be  presumed  valid  unless 
it  conflicts  with  federal  law,  frustrates  the  purpose  for 
which  national  banks  were  created,  or  impairs  their 
efficiency  to  discharge  the  duties  imposed  upon  them 
by  federal  law.  National  State  Bank,  Elizabeth,  N.J.  v. 
Long,  630  F  2d  981, 987  (3d  Cir.  1980);  see,  generally, 
Michie  on  Banks  and  Banking,  Vol.  7  H  5  (1989  Repl.) 

The  Supreme  Court  has  further  concluded  that  whether 
a  state  law  conflicts  with  a  federal  law  rests  on  whether 
the  state  law  stands  as  an  obstacle  to  the  accomplish¬ 


ment  of  the  full  purposes  and  objectives  of  Congress. 
Silkwood  v.  Kerr-McGee  Corp.,  464  U.S.  238,  248 
(1984)  (citing  Hines  v.  Davidowitz,  312  U.S.  52,  67 
(1941)).  Therefore,  the  relevant  issue  here  is  whether 
Section  5-5A-30(a)  of  the  Alabama  Code  interferes  with 
the  ability  of  national  banks  in  Alabama  to  avail  them¬ 
selves  of  powers  conferred  upon  them  by  Congress  in 
the  national  banking  laws.  To  the  extent  that  the  state 
statute  represents  such  an  obstacle,  it  will  be  preempted. 

The  OCC  has  considered  this  issue  before.  In  OCC 
Interpretive  Letter  564  (October  29,  1991),  the  OCC  con¬ 
cluded  that  an  Idaho  statute  prohibiting  the  conduct  of 
banking  operations  on  Saturdays  was  preempted.  After 
reviewing  the  general  standards  for  preemption  of  state 
laws,  the  OCC  determined  that  two  provisions  of  the 
national  banking  laws,  12  USC  24(6)  and  95,  provided  a 
basis  for  concluding  that  the  Idaho  prohibition  against 
Saturday  operations  did  not  apply  to  national  banks. 

First,  12  USC  24(6)  provides  that  a  national  bank  may 
“prescribe,  by  its  board  of  directors,  bylaws  not  incon¬ 
sistent  with  law,  regulating  the  manner  in  which. ..its 
general  business  [is]  conducted....”  Therefore,  as  the 
OCC  stated  in  Letter  564,  to  the  extent  a  state  law 
purports  to  regulate  the  manner  in  which  a  national 
bank  conducts  its  business,  whether  by  restricting  the 
institution’s  banking  hours  or  otherwise  limiting  the 
scope  of  banking  functions  authorized  under  the  na¬ 
tional  banking  laws,  it  is  the  OCC’s  position  that  federal 
law  is  controlling  and  that  a  national  bank,  while  permit¬ 
ted  to  follow  state  law,  is  not  required  to  do  so.1 

Second,  12  USC  95(b)(1),  which  governs  national  bank 
observance  of  legal  holidays,  provides,  in  pertinent  part: 

...In  the  event  that  a  state  or  a  state  official  author¬ 
ized  by  law  designates  any  day  as  a  legal  holiday 
for  ceremonial  or  emergency  reasons,  for  the 
state  or  any  part  thereof,  that  same  day  shall  be 
a  legal  holiday  for  all  national  banking  associa¬ 
tions  or  their  offices  located  in  that  state  or  the  part 
so  affected.  A  national  banking  association  or  its 
affected  offices  may  close  or  remain  open  on  such 
a  state-designated  holiday  unless  the  Comptroller 
of  the  Currency  by  written  order  directs  otherwise. 
(Emphasis  supplied.) 

Thus,  national  banks  in  Alabama,  notwithstanding  sec. 
5-5A-30(a)  of  the  Alabama  Code  and  its  prohibition 
against  Sunday  operations,  have  the  option  of  closing  or 
remaining  open  for  business  on  those  days.  Although  sec. 


1  The  OCC  has  traditionally  left  banking  hours  to  the  discretion  of  the 
individual  institution  Interpretive  ruling  7  7434  notes  that  changes 
to  banking  hours  should  be  made  taking  into  consideration  the 
"bank's  costs  and  competitive  position  "  12  CFH  7  7434 
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95(b)(1)  on  its  face  is  limited  to  “legal  holidays,”  Ala¬ 
bama  Code  Sec.5-5A-30(a),  in  effect,  renders  Sunday 
a  legal  holiday  without  the  state  of  Alabama  specifically 
so  designating  it.  In  addition,  as  was  noted  in  Letter 
564,  the  state  prohibition  against  Saturday  (or  in  this 
case,  Sunday)  hours  “appears  to  be  contrary  to  the 
spirit  of  12  USC  95  whereby  Congress  expressed  its 
intent  to  provide  national  banks  flexibility  in  determining 
whether  to  close  or  open  for  business  on  state-declared 
holidays.” 

In  addition,  a  state  law  prohibition  against  Sunday 
operations  may  also  interfere  with  national  banks’  ef¬ 
forts  to  meet  their  obligations  under  the  Community 
Reinvestment  Act  (CRA),  12  USC  2901  et  seq.  The 
OCC’s  evaluation  of  national  bank  compliance  with  the 
CRA  is  based,  in  part,  upon  the  “bank’s  record  of 
opening  and  closing  offices  and  providing  services  at 
offices.”  12  CFR  25.7(g).  The  provision  of  banking  serv¬ 
ices  on  weekends  is  consistent  with  the  stated  purpose 
of  the  CRA  to  have  banks  serve  “the  convenience  and 
needs  of  the  communities  in  which  they  are  chartered 
to  do  business.”  12  USC  2901(a)(1).  The  prohibition  of 
banking  services  on  Sundays  frustrates  the  ability  of 
national  banks  to  serve  fully  the  business  and  con¬ 
sumer  banking  needs  of  their  customers. 

Conclusion 

Because  the  restrictions  imposed  on  national  banks 
through  sec.  5-5A-30(a)  of  the  Alabama  Code  stand  as 
an  obstacle  to  their  ability  to  carry  out  the  full  purposes 
and  objectives  of  Congress  through  the  provision  of 
banking  services  authorized  under  the  national  bank¬ 
ing  laws,  it  is  my  conclusion  that  national  banks  in 
Alabama  are  not  bound  by  the  prohibition  against  Sun¬ 
day  banking  operations  imposed  under  this  provision 
of  Alabama  law.2 

I  trust  this  has  been  responsive  to  your  inquiry. 

Sue  E.  Auerbach 
Senior  Attorney 

Bank  Activities  and  Structure  Division 

★  ★  ★ 

2ln  reviewing  this  preemption  issue,  we  have  not  used  the  notice  and 
comment  procedures  added  in  the  Riegle-Neal  Interstate  Banking 
and  Branching  Efficiency  Act  of  1994,  Pub.  L.  No.  103-328,  108  Stat. 
2338  (enacted  September  29.  1994)  (“Riegle-Neal  Act")  for  preemp¬ 
tion  determinations  involving  state  laws  in  the  areas  of  community 
reinvestment,  consumer  protection,  fair  lending,  and  establishment 
of  intrastate  branches.  See  Riegle-Neal  Act  114  (adding  new  Re¬ 
vised  Statutes  5244).  First,  the  Alabama  statute  is  not  within  one  of 
the  four  areas.  Although  it  might  arguably  affect  a  national  bank’s 
CRA  compliance,  it  is  not  a  statute  itself  dealing  with  community 
reinvestment  Second,  even  if  it  were  within  one  of  the  four  areas, 
the  preemption  issue  raised  is  essentially  identical  to  that  previously 
discussed  in  OCC  Interpretive  Letter  564  (October  29,  1991 )  There¬ 
fore,  this  matter  qualifies  for  the  exception  in  section  5244(c)(1)(A) 


707  —  March  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  inquiry  of  December  20, 
1995,  on  behalf  of  Seattle-First  National  Bank  (the 
“Washington  bank”),  Seattle,  Washington,  and  Bank  of 
America  Idaho,  N.A.  (the  “Idaho  bank”),  Coeur  D’Alene, 
Idaho,  seeking  an  opinion  from  the  OCC  concerning 
the  application  of  12  USC  85  (section  85)  to  consumer 
loans  made  by  the  bank  that  will  result  from  the  merger, 
planned  for  early  this  year,  of  those  two  banks.  This 
resulting  bank  will  have  its  main  office  in  Washington 
with  branches  in  Washington  and  Idaho.1 

You  have  asked  whether,  following  the  merger  of  the 
two  institutions,  the  application  of  section  85  would 
require  a  different  result  as  to  the  applicable  rates  that 
could  be  charged  in  connection  with  loans  originated, 
processed  and  disbursed  in  the  same  manner  as  they 
currently  are  handled  prior  to  the  merger. 

For  the  reasons  discussed  in  detail  below,  we  conclude 
that,  under  the  facts  presented,  the  permissible  rates 
that  may  be  charged  by  the  Idaho  bank  and  the  Wash¬ 
ington  bank  will  not  be  affected  following  the  merger  of 
the  two  banks.  The  resulting  bank,  following  the  merger, 
may  charge  rates  permissible  under  Washington  law  to 
Idaho  customers  who  obtain  loans,  in  the  manner  de¬ 
scribed,  through  a  Washington  branch  and  may  charge 
rates  permitted  under  Idaho  law  to  Washington  custom¬ 
ers  who  obtain  loans,  in  the  manner  described,  through 
an  Idaho  branch. 

Background 

You  note  that  as  the  two  institutions  are  currently  struc¬ 
tured,  loan  customers  of  the  Idaho  bank,  whether  they 
are  from  Idaho,  Washington,  or  any  other  state,  are 
charged  interest  rates  in  accordance  with  Idaho  law  as 
incorporated  and  applied  to  national  banks  by  section 
85.  Likewise,  loan  customers  of  the  Washington  bank, 
whether  they  are  from  Idaho,  Washington,  or  any  other 
state,  are  charged  interest  rates  in  accordance  with 
Washington  law  as  incorporated  and  applied  to  na¬ 
tional  banks  by  section  85.  See  Marquette  Nat'l  Bank  v. 
First  of  Omaha  Serv.  Corp.,  439  U.S.  299  (1978)  (“ Mar - 


'The  information  contained  in  this  response  is  based  on  that  provided 
by  you  in  your  December  20,  1995  inquiry  as  supplemented  in 
telephone  conversations  between  you  and  Jerome  L  Edelstein, 
Senior  Counsel,  Bank  Activities  and  Structure  The  merger  between 
the  two  banks  was  approved  by  the  OCC  on  November  20,  1995 
See  Decision  of  the  Office  of  the  Comptroller  of  the  Currency  on  the 
Applications  of  Bank  of  America,  Idaho,  National  Association,  Couer 
D’Alene,  Idaho,  and  Seattle-First  National  Bank,  Seattle,  War  h  jton 
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queue'  ):  12  CFR  7.7310.  Cf.  Wiseman  v.  State  Bank  & 
Trust  Co.,  N.A.,  854  S.W.2d  725  (Ark.  1993)  (national 
bank  located  in  one  state  may  export  that  state’s  rates 
into  a  second  state  even  though  national  bank’s  parent 
company  is  incorporated  in  that  second  state).  As  I 
understand  the  facts,  loan  applicants  currently  may 
apply  for  consumer  loans  at  a  branch  location  of  either 
of  the  banks  where  they  also  may  be  counseled  about 
the  availability  of  credit  products  and  assisted  in  com¬ 
pleting  the  credit  application.  Completed  credit  appli¬ 
cations  are  then  sent  to  a  consumer  lending  center  in 
the  state  of  Washington  by  mail  or  by  telephone.  Per¬ 
sonnel  at  the  consumer  lending  center  review  the  ap¬ 
plications,  gather  credit  reports,  verify  data,  and  collect 
other  information  necessary  to  evaluate  the  application 
and,  in  approving  or  disapproving  the  loan,  apply  the 
loan  underwriting  policies  of  the  bank  which  originated 
the  loan  and  to  which  the  loan  is  attributed. 

The  consumer  lending  center  then  produces  documen¬ 
tation  appropriate  for  each  approved  loan.  This  docu¬ 
mentation  is  then  sent  by  interoffice  mail  or,  where  same 
day  closing  is  sought,  by  fax  to  the  branch  which 
received  the  application.3  The  customer  then  executes 
the  loan  documents  at  the  branch  where  the  application 
was  submitted  and  if  the  customer  is  to  directly  receive 
the  loan  proceeds,  funds  are  disbursed  directly  to  the 
customer  at  that  branch.4  Following  execution,  loan 
documents  are  sent  to  the  consumer  lending  center 


"This  consumer  lending  center  is  currently  operated  at  the  main  office 
of  the  Washington  bank  but  performs  services  for  the  Idaho  bank 
under  an  agency  arrangement  and  subject  to  certain  prudential 
safeguards.  Of  course,  following  the  merger  of  the  two  banks,  the 
need  for  this  agency  relationship  will  disappear,  but  you  advise  that 
the  services  to  be  performed  will  not  change  in  any  material  way. 
Eventually,  you  noted  that  this  loan  documentation  will  be  laser 
printed  directly  in  the  branch  where  the  application  was  received.  As 
I  understand  it,  on  rare  occasions  this  documentation  may  be  sent 
to  a  branch  designated  by  the  borrower  other  than  the  branch  at 
which  he  or  she  applied  for  the  loan.  You  have  advised  us  that  this  is 
done  strictly  for  the  convenience  of  the  customer  and  is  not  an 
advertised  service  In  fact,  you  noted  that  “well  under  one  percent" 
of  the  consumer  loans  are  originated  and  closed  at  different  branch 
locations  and  that,  under  the  current  corporate  structure,  this  accom¬ 
modation  is  not  offered  if  it  would  require  closing  at  a  branch  of  a 
bank  in  a  state  other  than  the  bank  that  originated  the  loan.  You  have 
advised  that  there  is  no  current  plan,  even  after  the  merger,  to  provide 
this  service  where  it  involves  use  of  branches  in  both  states  Because 
there  is  no  current  prospect  that  this  situation  would  arise,  we  do  not 
address  it  in  this  response 

1  Alternatively.  loan  proceeds  also  may  be  credited  to  an  account  of 
the  customer  at  the  bank  or  may  be  forwarded  by  check  or  wire 
transfer  to  a  third  party  Under  each  of  these  alternatives,  the  payment 
s  initiated  at  the  branch  where  the  customer  applies  for  the  loan 
First  the  method  of  payment  is  chosen  by  the  customer  at  the  time 
he  or  she  files  the  loan  application  at  the  branch  Second,  if  the 
method  of  payment  is  a  credit  to  the  account  of  the  customer  at  the 
bank  that  credit  is  entered  at  the  branch  at  the  time  of  closing,  if  it  is 
to  be  a  check  to  >  third  party,  that  check  is  issued  at  the  branch  at 
the  time  of  closing,  and  if  payment  is  to  be  through  a  wire  transfer, 
••  r  transfer  s  '  itiatod  at  the  branch  at  the  time  of  closing  through 
an  order  to  the  banks'  central  wire  room  in  Washington 


and  the  loan  is  booked  to  the  bank  and  the  branch  at 
which  the  customer  applied  for  the  loan.  Following  the 
merger,  it  is  anticipated  that  for  purposes  of  internal 
operations,  the  loans  will  continued  to  be  booked  to  the 
branch  that  originated  the  loan.5 

Analysis 

The  facts,  as  set  forth  above,  provide  several  scenarios 
with  respect  to  determining  the  permissibility  of  apply¬ 
ing  the  rates  of  different  states  to  loans  made  by  a  bank 
with  branches  in  more  than  one  state,  such  as  the 
resulting  bank  following  the  merger  of  the  Washington 
and  Idaho  banks.  First,  residents  of  Washington  and 
states  other  than  Idaho  may  apply  for  loans  at  branches 
in  Washington.  Second,  residents  of  Idaho  and  states 
other  than  Washington  may  apply  for  loans  at  branches 
in  Idaho. 

In  addressing  a  question  involving  analogous  facts,  the 
OCC  has  opined  that  a  national  bank  is  located  for 
purposes  of  section  85  in  each  of  the  states  where  it 
has  a  main  office  and/or  branches.  We  have  also  con¬ 
cluded  that  where  a  loan  is  originated  and  booked  and 
loan  funds  are  disbursed  at  a  branch  of  a  bank  located 
in  a  state  other  than  that  bank’s  main  office  state,  an 
appropriate  nexus  exists  between  that  loan  and  the 
interstate  branch  office  to  justify  imposition  of  interest 
rates  permitted  by  the  law  of  the  state  where  the  branch 
is  located.  See  Interpretive  Letter  686,  September  11, 
1995,  reprinted  in  [Current]  Fed.  Banking  Law  Rep. 
(CCH)  H  81-001  (the  “PNC  letter”)6  That  letter,  however, 
specifically  reserved  the  question  of  whether  state  law 
where  the  branch  was  located  could  be  imposed  with 
respect  to  a  loan  made  to  a  borrower  from  another  state 
in  which  the  bank  had  branches  and/or  its  main  office.7 

Your  inquiry  now  directly  poses  that  question  in  the 
context  of  two  additional  scenarios.  First,  you  ask 
whether  an  Idaho  resident  who  applies  for  a  loan  in 
Washington  may  be  charged  rates  in  accordance  with 
the  laws  of  the  state  of  Washington.  As  discussed  in  the 
PNC  letter,  the  case  law  and  history  pertaining  to  sec¬ 
tion  85  is  clear  that  the  residency  of  a  borrower  does 
not  determine  the  rate  of  interest  that  may  be  charged 
on  a  loan.  As  stated  in  that  letter,  the  legislative  history 
and  relevant  case  law  have  long  recognized  that  the 
key  fact  in  determining  the  permissible  interest  rate 


5ln  those  instances  where  two  different  branches  are  used  at  the 
request  of  the  customer  it  is  possible  that  the  loan  would  be  booked 
at  the  branch  where  the  loan  was  closed  However,  in  the  situation 

you  describe,  where  both  branches  are  located  in  the  same  state, 
that  fact  has  no  relevance  for  purposes  of  section  85  analysis 
fThere  is  no  need  In  this  letter  to  reiterate  the  full  analysis  set  forth  in 
the  PNC  letter  That  analysis  is  summarized  where  necessary  and 
fully  incorporated  into  and  relied  upon  in  tins  letter 

7 See  PNC  letter  at  n  1 
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applicable  to  a  loan  is  not  where  the  customer  resides 
or  how  the  bank  communicates  with  the  customer  but, 
rather,  the  location  of  the  bank.  As  stated  in  that  letter: 

Marquette  clearly  documents  the  interstate  nature 
of  banking  even  before  1864  [when  section  85 
was  originally  adopted]  and  makes  it  clear  that 
neither  the  residency  of  the  borrowers  nor  the 
manner  in  which  the  bank  does  business  with  the 
borrowers  (whether  in  person  or  through  mail  or 
telephone  solicitations)  defines  the  location  of  the 
bank  for  purposes  of  section  85. 

We,  therefore,  conclude  that,  in  the  case  of  a  bank  with 
its  main  office  and  branch  offices  located  in  more  than 
one  state,  what  is  relevant  in  choosing  the  appropriate 
interest  rate  is  the  nexus  between  the  loan  and  a  branch 
in  the  state  whose  interest  rates  are  being  imposed.  In 
the  PNC  letter,  we  found  a  sufficient  nexus  because  the 
loans  were  originated  and  booked  at  those  branches 
and  the  loan  proceeds  would  be  disbursed  from  those 
branches.  Thus,  in  the  situation  you  present  —  where 
Idaho  residents  apply  for  loans  at  Washington  branches, 
loan  closings  occur  at  Washington  branches,  loan  pro¬ 
ceeds  are  either  disbursed  or  the  disbursal  is  initiated 
at  the  Washington  branch,  and  the  bank  books  the  loan, 
for  its  own  internal  operational  purposes,  to  the  Wash¬ 
ington  branch  —  that  same  nexus  exists  and,  as  stated 
in  the  PNC  letter,  that  nexus  constitutes  a  clear  nexus 
between  the  branch  and  the  loan,  justifying  imposition 
of  interest  rates  in  accordance  with  the  law  of  the 
branch  state.8  In  fact,  under  the  facts  as  you  describe 
them,  there  simply  would  be  no  nexus  to  an  Idaho 
branch  which  could  serve  as  the  basis  for  imposition  of 
the  Idaho  rates. 

We  apply  the  same  analysis  with  respect  to  the  second 
scenario  in  which  loans  are  made  to  Washington  resi¬ 
dents  at  an  Idaho  branch.  Under  the  circumstances 
presented  here,  where  the  loan  has  been  originated  at 
an  Idaho  branch,  closed  at  an  Idaho  branch,  funds  are 
disbursed  at  an  Idaho  branch  or  disbursal  is  initiated 
at  an  Idaho  branch  and  the  loans  are  booked  by  the 
bank  for  its  own  operational  purposes  to  the  Idaho 
branch,  a  clear  nexus  exists  justifying  imposition  of  the 
rates  permitted  by  Idaho.9 


8That  other  activities,  as  described  in  this  letter,  also  occur  in  the  state 
of  Washington  with  respect  to  loans  to  Idaho  residents  originated, 
closed,  disbursed  and  treated  by  the  bank  as  Washington  branch 
loans  supports  this  conclusion  though,  as  will  be  discussed,  the  fact 
that  these  additional  activities  occur  in  Washington  is  not  necessary 
to  establish  an  appropriate  nexus  to  a  Washington  branch. 

9That  some  other  activities,  as  described,  with  respect  to  these  loans 
occur  in  the  State  of  Washington  does  not  change  the  facts  creating 
the  clear  nexus  to  the  Idaho  branch.  The  OCC,  the  courts,  and  the 
Congress  have  long  recognized  that  essential  activities  associated 
with  the  lending  function  may  occur  at  nonbranch  locations  in  states 
other  than  the  state  whose  interest  rates  are  being  applied  yet  this 


It  is  also  important  to  note  that  the  conclusion,  under 
the  circumstances  presented,  that  an  out-of-state 
branch  of  a  national  bank  may  charge  interest  in  ac¬ 
cordance  with  the  usury  laws  of  the  state  where  it  is 
located  is  consistent  with  the  Riegle-Neal  Interstate 
Banking  and  Branching  Efficiency  Act  of  1994,  Pub.  L. 
No.  103-328,  108  Stat.  2338  (enacted  September  29, 
1994)  (“Riegle-Neal”),  and  its  legislative  history.  Most 
significantly,  Section  1 1 1  of  that  act  (the  “usury  savings 
clause”)  provides: 

No  provision  of  this  title  and  no  amendment  made 
by  this  title  to  any  other  provision  of  law  shall  be 
construed  as  affecting  in  any  way — 

★  ★  ★ 

(3)  the  applicability  of  [section  85]  or  [the  usury 
provisions]  of  the  Federal  Deposit  Insurance  Act. 

Not  only  does  this  provision  indicate  that  section  85  is 
to  be  interpreted  without  regard  to  the  legal  impact  of 


does  not  impact  the  bank’s  ability  to  charge  those  rates.  Thus,  in 
Marquette,  the  Supreme  Court  recognized  that  the  Nebraska  bank 
involved  in  the  case  “systematically  solicits”  Minnesota  residents  for 
credit  cards  to  be  used  in  transactions  with  Minnesota  merchants, 
honors  sales  drafts  from  merchants  who  initially  deposit  them  with 
Minnesota  banks  for  forwarding  to  the  Nebraska  bank,  sends  peri¬ 
odic  statements  to  the  Minnesota  cardholders,  receives  payments 
on  credit  card  balances,  and  assesses  finance  charges  on  unpaid 
balances.  See  Marquette  at  pp.  310-313.  See  also  Cades  v.  H&R 
Block,  43  F.3d  869,  874  (4th  Cir.  1994),  cert,  denied,  115  S.Ct  2247 
(1995)  (face-to-face  solicitation  and  signing  of  all  loan  documents  by 
borrower  in  state  other  than  state  the  interest  rates  of  which  were  to 
be  charged).  See  also  1 2  USC  1 828(r)  (specifically  permitting  banks 
in  one  state  to  perform  certain  functions  with  respect  to  loans  made 
by  affiliated  banks  in  other  states). 

The  OCC  also  has  recognized  that  the  approval  of  a  loan  is  a  back 
office  function  that  can  be  undertaken  by  a  lending  bank  at  any  site, 
whether  or  not  a  main  or  branch  office.  See,  e  g.,  Interpretive  Letter 
No.  343,  May  24,  1985,  reprinted  in  [1985-1987  Transfer  Binder]  Fed 
Banking  L  Rep.  H  85,513.  Because  it  is  not  a  branching  function,  it 
can  be  undertaken  at  a  site  not  subject  to  geographical  restrictions 
which,  thus,  may  or  may  not  be  within  the  same  state  as  the  branch 
where  the  loan  is  originated,  closed,  booked  and  from  which  funds 
are  disbursed.  See,  e  g.,  Interpretive  Letter  No  667,  October  12, 
1994,  reprinted in[  1994- 1995 Decisions]  Fed  Banking  L  Rep  (CCH) 
H  83,615  (Letter  No.  667). 

That  the  activities  undertaken  in  Idaho  provide  a  clear  nexus,  in  the 
present  situation,  between  an  Idaho  branch  and  the  loan,  justifying 
utilization  of  the  rates  permitted  by  Idaho,  is  buttressed  by  the  fact 
that  though  approvals  occur  in  Washington  they  are  made  pursuant 
to  high  level  underwriting  policies,  applicable  to  the  Idaho  operations, 
which  are  developed  centrally  in  California  at  the  holding  company 
level  for  the  various  regions  in  which  the  holding  company  operates 
banks.  Standards  pursuant  to  these  policies  are  developed  on  a 
regional  basis  based  on  telephone  consultations  among  credit  offi¬ 
cials  of  each  bank  in  the  region  and  subject  to  approval  by  the 
presidents  of  each  bank.  In  addition,  management  of  each  bank 
retains  authority  to  modify,  for  good  business  reasons,  those  stand¬ 
ards  even  though,  at  the  present  time,  the  same  standards  are  being 
applied  in  Washington  and  Idaho.  Following  the  merger  of  the 
Washington  and  Idaho  banks,  credit  and  management  officials  with 
responsibility  for  the  Idaho  district  will  continue  to  participate  in  the 
development  and  approval  of  these  regional  standards  and  continue 
to  have  authority  to  modify  these  standards  with  respect  to  lending 
operations  in  Idaho. 
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any  of  the  provisions  included  in  Riegle-Neal,  but  in 
sponsoring  this  provision,  Senator  Roth  described  the 
effect  of  section  85  on  an  interstate  bank  structure  essen¬ 
tially  identical  to  the  present  situation.  After  expressing 
concern  that  interstate  mergers  of  affiliated  banks  could 
undercut  the  ability  of  the  bank  to  export  interest  rates  from 
one  state  in  which  it  was  located  to  another  state  in  which 
it  was  located,  the  senator  stated: 

In  order  to  ensure  that  banks  providing  credit  to 
out-of-state  borrowers  would  be  unaffected  by 
structural  changes  brought  about  by  interstate 
branching  legislation,  I  offered  the  [usury]  savings 
clause  in  committee,  and  it  is  now  part  of  this 
conference  report. 

The  essential  point  of  my  amendment  is  that  a 
branch  of  a  bank  that  provides  credit  across  state 
lines  may  impose  its  state  law  loan  charges  even 
though  there  is  a  branch  of  the  same  bank  in  the 
state  of  its  customer.  The  savings  clause  is  in¬ 
tended  to  preserve  this  efficiency  of  uniformity10 
from  the  credit-provider’s  viewpoint,  notwith¬ 
standing  formal  or  structural  changes  that  may 
occur  through  mergers  within  a  bank  holding 
company  under  this  legislation.  Essentially,  the 
Delaware  branch  of  a  bank  providing  credit  re¬ 
mains  located  in  Delaware  even  if,  through  a 
branch,  it  may  be  argued  that  the  bank  is  also 
located  in  the  state  where  the  borrower  resides. 


,0As  you  point  out  in  your  inquiry,  operationally  if  the  lending  office 
were  required  to  alter  its  usury  analysis  depending  upon  the  resi¬ 
dence  of  the  borrower,  documentation  for  such  lending  would  be 
complex  thus  subverting  not  only  Senator  Roth's  concern  for  effi¬ 
ciency  through  uniformity,  but  the  concerns  for  uniformity  and  effi¬ 
ciency  articulated  by  the  Court  in  Marquette.  As  that  Court  stated: 

If  the  location  of  the  bank  were  to  depend  on  the  whereabouts 
of  each  credit-card  transaction,  the  meaning  of  the  term  “lo¬ 
cated”  would  be  so  stretched  as  to  throw  into  confusion  the 
complex  system  of  modern  interstate  banking.  A  national  bank 
could  never  be  certain  whether  its  contacts  with  residents  of 
foreign  states  were  sufficient  to  alter  its  location  for  purposes  of 
section  85  We  do  not  choose  to  invite  these  difficulties  by 
rendering  so  elastic  the  term  located.’ 

Id  at  p  312  Similar  problems,  as  recognized  by  Sen  Roth,  arise  if 
the  location  of  the  bank,  within  the  meaning  of  section  85,  depends 
on  the  state  of  residency  of  the  borrower  This  concern  for  uniformity 
also  was  expressed  in  a  recent  decision  by  the  Court  of  Appeals  for 
the  Third  Circuit  in  a  case  addressing  what  does  and  does  not 
constitute  "interest”  within  the  meaning  of  section  85  See  Spellman 
v  Meridian  Bank  (Delaware),  Nos  94-3203,  94-3204,  94-3215,  94- 
’  7,  94-3218  1996  U  S  Ct  App  LEXIS  37149  at  ‘61  (3d 
Cir  December  29,  1995,  amended  Jan  12,  1996)  (noting  that  a 
narrower  definition  [of  interest)  would  allow  states  to  permit  certain 
favored  lenders  to  assess  these  charges  while  denying  national 
banks  the  same  privilege  [and]  'would  lead  to  an  unworkable  and 
undesirable  hodgepodge  of  fee  limits,  and  periodic  rate  provisions, 
under  the  laws  of  both  the  bank's  state  and  the  borrower's  state  '") 
As  you  further  point  out  permitting  the  resulting  bank  to  charge  the 
same  interest  rates  to  all  borrowers  coming  into  Idaho  for  a  loan 
significantly  simplifies  advertising  as  well  as  documentation  and, 
thus,  reduces  confusion  among  prospective  borrowers 


The  [usury]  savings  clause  means  that  the  estab¬ 
lishment  of  a  branch  in  the  borrower’s  state  does 
not  defeat  the  powers  that  a  Delaware  bank  en¬ 
joys  today  under  [section  85]  .  .  .  or  the  Federal 
Deposit  Insurance  Act. 

140  Cong.  Rec.  S12789  (daily  ed.  Sept.  13,  1994).  As 
the  courts  have  long  recognized,  the  views  of  the 
sponsor  of  an  amendment  provide  a  "weighty  gloss”  as 
to  the  meaning  of  legislation.  See,  e.g.,  Galvin  v.  U.L. 
Press,  347  U.S.  522,  527  (1954).  Our  conclusion  today 
that,  under  the  facts  presented,  the  resulting  bank  may 
charge  the  Idaho  rates  to  its  Washington  borrowers  is 
fully  consistent  with  this  key  legislative  history.11 

Finally,  we  note,  as  did  the  PNC  letter,12  that  the  deter¬ 
mination  that  under  the  facts  as  described  a  sufficient 
nexus  exists  to  charge  Idaho  rates  to  Washington  cus¬ 
tomers  and  Washington  rates  to  Idaho  customers 
should  not  be  construed  as  implying  that  factual  cir¬ 
cumstances  other  than  those  posed  in  your  inquiry, 
would  or  would  not  establish  a  nexus  between  a  loan 
and  any  particular  bank  office  supporting  imposition  of 
the  usury  rates  allowed  by  the  state  in  which  that  office 
is  located.  Issues  involving  other  factual  circumstances 
are  not  raised  by  this  inquiry  and,  consequently,  we  do 
not  address  them. 

Thus,  we  conclude  that,  under  the  facts  presented,  the 
rates  charged  by  the  Idaho  bank  and  the  Washington 
bank  will  not  be  affected  following  the  merger  of  those 
two  banks  and  the  resulting  bank  may  charge  Wash¬ 
ington  rates  to  Idaho  customers  who  obtain  their  loan 
through  a  Washington  branch,  and  may  charge  Idaho 
rates  to  Washington  customers  who  obtain  their  loan 
through  an  Idaho  branch.  I  hope  that  this  has  been 
responsive  to  your  inquiry. 

Julie  L.  Williams 
Chief  Counsel 

★  ★  ★ 


nWe  note  that  Sen.  Roth  elaborated  that 

[T]he  savings  clause  is  not  intended  to  suggest  that  when  a 
branch  makes  a  loan  to  a  borrower  who  resides  in  the  same 
state  as  the  branch  that  somehow  the  branch  can  use  [section 
85]  .  .  to  impose  the  loan  charges  authorized  by  the  laws  of 
some  other  state.  When  the  branch  makes  such  an  in-state  loan 
to  a  local  customer,  the  law  of  the  state  where  the  branch  and 
the  customer  are  located  applies. 

140  Cong  Rec  SI 2789  (daily  ed  Sept  13,  1994)  Thus,  Sen  Roth 
was  concerned  that  interstate  branching  not  be  used  by  a  bank  to 
charge  interest  rates  permitted  by  a  state  in  which  the  bank  had 
branches  but  which  had  no  nexus  to  a  particular  loan  Our  conclusion 
clearly  does  not  implicate  Son  Roth's  concern  because  of  the  clear 
nexus  between  the  loan  and  a  branch  located  in  the  state  the  usury 
laws  of  which  are  being  applied  by  the  bank 
l  ,?See  PNC  letter  at  n  7 
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Dear  Sir/Madam: 

This  letter  responds  to  your  correspondence  of  Novem¬ 
ber  15,  1995,  concerning  the  housing  fund  (F)  pro¬ 
posal.  As  your  letter  explains,  F  has  asked  B  and 
several  other  community  banks  operating  in  the  county 
to  participate  in  a  pilot  project  to  provide  funding  to  F. 
The  banks  would  provide  these  funds  either  in  the  form 
of  loans  to  F  or  investments  in  F.  These  funds  would 
enable  F  to  provide  private  mortgage  insurance  for 
affordable  housing  loans  for  low-  and  moderate-income 
persons  in  the  county. 

You  have  asked  whether  B  and  the  other  participating 
banks  would  receive  consideration  under  the  Commu¬ 
nity  Reinvestment  Act  (CRA)  regulation  only  for  the 
amount  of  their  respective  contributions  to  F,  or  for  the 
amount  of  mortgage  loans  that  F  is  able  to  insure  as  a 
result  of  these  contributions.  I  have  conferred  with  my 
counterparts  at  the  Federal  Reserve  Board,  Federal 
Deposit  Insurance  Corporation,  and  Office  of  Thrift 
Supervision  and,  for  the  reasons  discussed  below,  we 
have  concluded  that  the  banks’  contributions,  if  struc¬ 
tured  as  investments  in  F,  would  be  “qualified  invest¬ 
ments”  under  CRA.  If  the  banks’  contributions  are 
structured  as  loans  to  F,  they  would  qualify  as  commu¬ 
nity  development  loans  under  CRA.  In  either  event,  our 
examiners  would  take  into  account  the  overall  impact 
these  contributions  have  on  affordable  housing  lending 
in  the  county.  The  banks  would  not  be  entitled,  however, 
to  receive  consideration  under  the  regulation’s  lending 
or  investment  tests  for  the  amount  of  mortgage  loans 
insured  by  F. 

Background 

CDA,  an  agency  within  the  state’s  Department  of  Hous¬ 
ing  and  Community  Development,  administers  a  single 
family  home  loan  program.  Periodically,  the  CDA  issues 
revenue  bonds  that  allow  it  to  make  or  purchase  mort¬ 
gage  loans  to  finance  the  purchase  of  single  family 
residences  by  eligible  individuals  and  families. 

To  qualify  for  a  CDA  loan,  an  applicant  must  comply 
with  applicable  state  and  federal  laws  and  regulations. 
In  addition,  an  applicant  must  meet  certain  income  and 
purchase  price  requirements.  Individual  applicants 
must  have  annual  incomes  under  $41,800,  and  family 
applicants  must  have  annual  incomes  under  $49,800. 
In  most  areas,  the  purchase  price  of  a  home  financed 
by  a  CDA  loan  may  not  exceed  $1 10,000. 


A  CDA  loan  may  be  made  in  an  amount  equal  to  the 
purchase  price  of  the  home  plus  settlement  expenses. 
Therefore,  many  of  the  CDA  loans  have  loan-to-value 
ratios  that  exceed  100  percent.  In  order  for  the  CDA  to 
obtain  an  investment  rating  on  its  bonds,  all  CDA  loans 
must  be  insured  by  the  Federal  Housing  Administration 
(FHA),  guaranteed  by  the  Department  of  Veterans  Af¬ 
fairs  (VA),  or  insured  by  F  or  an  approved  private 
mortgage  insurer.  Because  of  their  high  loan-to-value 
ratios,  most  CDA  loans  are  insured  by  F.1  F  insures  the 
portion  of  a  CDA  loan  that  exceeds  75  percent  of  the 
value  of  the  residence  financed. 

All  CDA  loans  must  also  be  insured  under  pool  mort¬ 
gage  insurance  covering  the  risk  of  default  on  the 
portion  of  each  loan  not  covered  by  primary  mortgage 
insurance.  F  has  provided  the  pool  mortgage  insurance 
for  all  loans  financed  with  the  proceeds  of  all  but  one 
of  the  revenue  bonds  issued  by  the  CDA. 

In  1980,  CDA  and  F  entered  into  an  insurance  agree¬ 
ment  that  requires  F  to  maintain  a  segregated  reserve 
of  money  or  securities  available  for  payment  of  claims 
against  F’s  primary  or  pool  mortgage  insurance  cover¬ 
ing  the  CDA  loans.  The  insurance  agreement  further 
requires  that  the  ratio  of  the  total  amount  of  CDA  loans 
insured  by  F  to  the  reserve  amount  not  exceed  40-to-1 . 
Thus,  F  must  maintain  $1  in  its  reserve  account  for  every 
$40  of  CDA  loan  principal  insured  by  F. 

The  existing  reserves  maintained  by  F  were  derived 
from  six  issues  of  state  general  obligation  bonds  and 
an  appropriation  by  the  State  General  Assembly.  The 
state  last  provided  funding  to  F  for  its  reserves  in  1986 
and  is  unlikely  to  provide  any  future  funding.  F  expects 
that  its  remaining  reserves  will  soon  reach  the  maximum 
ratio  provided  by  the  insurance  agreement.  F  would 
then  have  to  stop  insuring  additional  CDA  loans. 

F  recently  asked  B  and  several  other  community  banks 
to  participate  in  a  pilot  project  to  provide  additional 
reserve  funding.  These  funds  will  be  provided  either  in 
the  form  of  loans  to  F  or  investments  in  F.  The  additional 
reserve  funding  provided  by  B  and  the  other  community 
banks  pursuant  to  the  proposed  pilot  project  would 
allow  F  to  support  mortgage  insurance  for  new  CDA 
loans  to  low-  and  moderate-income  persons  in  the 
county.  Because  of  the  40-to-1  reserve  ratio  estab¬ 
lished  by  the  insurance  agreement  between  F  and 


1  Typically,  private  mortgage  insurers  will  not  insure  a  mortgage  loan 
with  a  loan-to-value  ratio  that  exceeds  97  percent  The  FHA  will  insure 
some  loans  with  higher  loan-to-value  ratios,  but  the  insurance  is  too 
costly  for  the  majority  of  CDA  loan  applicants  Moreover,  most  CDA 
loan  applicants  are  not  veterans  and,  therefore,  could  not  qualify  for 
VA  guarantees. 
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CDA,  each  dollar  of  reserve  funding  provided  by  the 
participating  banks  would  enable  the  CDA  to  extend 
$40  of  mortgage  loans. 

Discussion 

For  purposes  of  CRA  evaluations,  B  requests  that  the 
participating  institutions  receive  consideration  for  the 
full  amount  of  mortgage  loans  made  possible  by  their 
contributions  to  F.  The  new  CRA  regulation  provides  a 
detailed  framework  for  evaluating  an  institution’s  CRA 
performance.  The  new  rule  sets  out  a  number  of  differ¬ 
ent  evaluation  methods  for  examiners  to  use,  depend¬ 
ing  on  the  business  strategy  and  size  of  the  institution 
under  examination. 

Regardless  of  the  evaluation  methods  used  by  exam¬ 
iners,  however,  any  financial  institution  can  receive 
positive  consideration  for  making  a  “qualified  invest¬ 
ment"  that  benefits  its  assessment  area  or  a  broader 
statewide  or  regional  area  that  includes  the  assessment 
area.2  The  new  CRA  regulation  defines  “qualified  in¬ 
vestment”  as  “a  lawful  investment,  deposit,  member¬ 
ship  share  or  grant  that  has  as  its  primary  purpose 
community  development.”  See  60  Fed.  Reg.  at  22,180, 
22,191;  22,202;  and  22,213  (to  be  codified  at  12  CFR 
25. 1 2(s),  228. 12(s),  345.12(s),  and  563e.12(r)).  “Com¬ 
munity  development”  is  defined  to  include  “[a]ffordable 
housing  ...  for  low-  or  moderate-income  individuals.” 
See 60  Fed.  Reg.  at  22, 1 79;  22, 1 91 ;  22,202;  and  22,21 3 
(to  be  codified  at  12  CFR  25.12(h)(2),  228.12(h)(2), 
345.12(h)(2),  and  563e.  12(g)(2)). 

A  contribution  to  F  has  as  its  primary  purpose  commu¬ 
nity  development  because  F  enables  the  CDA  to  provide 
affordable  housing  loans  to  low-  and  moderate-income 
individuals.  The  funds  provided  by  the  banks  will  be 


Examiners  of  large  institutions,  which  are  evaluated  under  the 
lending,  investment  and  service  tests,  consider  qualified  investments 
under  the  investment  test  See  60  Fed  Reg  at  22,181,  22,192, 

22.204,  and  22,215  (to  be  codified  at  12  CFR  25.23(a),  228.23(a), 
345  23(a),  and  563e  23(a)).  In  a  small  institution  examination,  exam¬ 
iners  may  adjust  an  institution's  loan-to-deposit  ratio,  if  appropriate, 
based  on  qualified  investments  See  60  Fed.  Reg.  at  22, 1 82,  22, 1 93, 

22.205,  and  22,216  (to  be  codified  at  12  CFR  25.26(a)(1), 
228  26(a)(1),  345.26(a)(1),  and  563e  26(a)(1 )).  Qualified  invest¬ 
ments  may  also  be  considered  to  determine  if  a  small  institution 
merits  an  outstanding  CRA  rating  See  60  Fed  Reg  at  22,188, 
22,200.  22,211,  and  22,223  (to  be  codified  at  12  CFR  pt.  25  app. 
A(d)(2),  pt  228  app  A(d)(2),  pt  345  app  A(d)(2),  and  pt.  563e  app 
A(d)(2))  The  community  development  test,  which  is  appropriate  for 
wholesale  and  limited  purpose  institutions,  evaluates,  inter  alia,  the 
number  and  amount  of  qualified  investments  See  60  Fed  Reg  at 
22.182,  22.193.  22.204,  and  22,215  (to  be  codified  at  12  CFR 
25  25(c)(1),  228  25(C)(1),  345  25(c)(1),  and  563e  25(c)(1))  And, 
finally,  institutions  evaluated  on  the  basis  of  a  strategic  plan  must 
mol  jde  m  their  plan  how  they  intend  to  meet  the  credit  needs  of  their 
assessment  area(s)  They  may  meet  credit  needs  through  lending, 
investment  and/or  services,  as  appropriate  See  60  Fed  Reg  at 
22  183  22  194  22,205,  and  22.216  (to  be  codified  at  12  CFR 
25  27(fy  1 )  228  27(f)(  1 ),  and  563e  27(f)(  1 )  (emphasis  added)) 


used  to  insure  loans  in  the  county,  which  includes  the 
banks’  CRA  assessment  areas.  Therefore,  assuming 
the  banks’  contributions  to  F  are  structured  as  invest¬ 
ments,  examiners  would  give  positive  consideration  to 
the  banks’  contributions  to  F  as  qualified  investments 
under  any  of  the  new  performance  tests  and  standards 
in  the  new  CRA  regulations. 

Similarly,  if  the  banks’  contributions  to  F  are  structured 
as  loans,  the  loans  would  meet  the  definition  of  commu¬ 
nity  development  loans.  See  60  Fed.  Reg.  at  22,179; 
22,190;  22,202;  and  22,213  (to  be  codified  at  12  CFR 
25.12(1),  228.12(1),  345.12(1),  and  563.12(h)).  A  large 
retail  institution’s  record  of  helping  to  meet  community 
credit  needs  through  its  lending  activities  is  evaluated 
under  the  lending  test.  See  60  Fed.  Reg.  at  22,180; 
22,192;  22,203;  and  22,214  (to  be  codified  at  12  CFR 
25.22,  248.22,  345.22,  and  563e.22)).  Under  the  lend¬ 
ing  test,  examiners  consider  an  institution’s  originations 
and  purchases  of  loans,  including  community  develop¬ 
ment  loans.  See  60  Fed.  Reg.  at  22,180-181;  22,192; 
22,203;  and  22,214  (to  be  codified  at  12  CFR  25.22(a)- 
(c),  228.22(a)-(c),  345.22(a)-(c),  and  563e.22(a)-(c)). 
Community  development  loans  may  also  be  consid¬ 
ered  favorably  in  the  evaluations  of  small  institutions, 
wholesale  and  limited  purpose  institutions,  and  institu¬ 
tions  evaluated  based  on  a  strategic  plan.  See  60  Fed. 
Reg.  at  22,182-83;  22,193-94;  22,204-05;  22,215-17  (to 
be  codified  at  1 2  CFR  25.25(c),  25.26(a)(  1 ),  25.27(f)(  1 ), 
g(3)(l),  and  pt.  25  app.  A(d)(2);  228.25(c),  228.26(a)(1), 
228.27(f)(1),  g(3)(i),  and  pt.  228  app.  A(d)(2); 
345.25(c),  345.26(a)(1),  345.27(f)(1),  g(3)(i),  and  pt. 
345  app.  A(d)(2);  and  563e. 25(c),  563e. 26(a)(1), 
563e. 27(f)(1),  g(3)(i),  and  pt.  563e  app.  A(d)(2)).  Thus, 
examiners  will  favorably  consider  as  community  devel¬ 
opment  loans  the  banks’  loans  to  F  under  the  pilot 
project. 

At  a  bank’s  option,  examiners  also  consider  under  the 
lending  test  originations  and  purchases  of  community 
development  loans  by  consortia  in  which  the  bank 
participates  or  by  third  parties  in  which  the  bank  has 
invested.  See  60  Fed.  Reg.  at  22,181;  22,192;  22,203; 
and  22,215  (to  be  codified  at  12  CFR  25.22(d), 
228.22(d),  345.22(d),  and  563e. 22(d)).  Flowever,  as 
you  acknowledge  in  your  letter,  F  is  “not  a  consortium 
or  third  party  which  will  originate  or  purchase  loans." 
Therefore,  this  provision  is  inapplicable  to  the  proposed 
pilot  project,  and  the  participating  banks  will  not  receive 
consideration  under  CRA  for  the  dollar  amount  of  the 
mortgage  loans  that  F  will  insure. 

It  is  important  to  note,  however,  that  the  dollar  amount 
of  a  qualified  investment  or  a  community  development 
loan  is  only  one  factor  that  examiners  consider  in  evalu¬ 
ating  an  institution's  CRA  performance  Examiners  also 
consider  the  innovativeness  or  complexity  of  qualified 
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investments,  their  responsiveness  to  credit  and  com¬ 
munity  development  needs,  and  the  degree  to  which 
the  qualified  investments  are  not  routinely  provided  by 
private  investors.  See  60  Fed.  Reg.  at  22,181;  22,193; 
22,204;  and  22,215  (to  be  codified  at  12  CFR  25.23(e), 
228.23(e),  345.22(e),  and  563e. 23(e)).  Examiners  con¬ 
sider  similar  factors  in  evaluating  a  community  devel¬ 
opment  loan.  See  60  Fed.  Reg.  at  22,181;  22,192; 
22,203;  and  22,214  (to  be  codified  at  12  CFR 
25.22(b)(4),  228.22(b)(4),  345.22(b)(4),  and 
563e. 22(b)(4)).  These  factors  are  included  in  the  CRA 
investment  and  lending  performance  evaluations  to 
recognize  that  the  value  of  an  investment  or  a  loan  is 
not  necessarily  tied  to  its  dollar  amount. 

As  you  point  out  in  your  letter,  the  proposed  pilot  project 
is  an  innovative  approach  to  addressing  affordable 
housing  credit  needs  in  the  area  that  are  not  being  met 
currently  by  private  investors.  Accordingly,  examiners 
will  not  limit  their  consideration  of  the  banks’  contribu¬ 
tions  to  F  to  the  actual  dollar  amount  of  the  investments 
or  loans.  The  examiners  will  also  consider  the  overall 
impact  on  affordable  mortgage  lending  of  the  banks’ 
contributions  to  F. 

I  trust  this  has  been  responsive  to  your  inquiry.  You  may 
also  be  interested  to  know  that  the  staffs  of  the  four 
financial  supervisory  agencies  are  presently  develop¬ 
ing  a  commentary  that  should  provide  additional  guid¬ 
ance  for  resolving  interpretive  questions  arising  under 
the  new  CRA  regulations. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  ★ 


709— March  1996 


Interpretive  Letter  709  is  being  revised  and  will  be 
published  in  the  September  issue  of  the  Quarterly 
Journal. 

■k  ★  ★ 


710  —  March  1996 


Dear  Sir/Madam: 

This  letter  responds  to  your  request  addressed  to  John 
Gilliam,  Wayne  Rickards,  Duane  Thorkildsen,  and 
Linda  Ortega,  for  an  interpretation  of  the  provisions  of 
the  newly  promulgated  Community  Reinvestment  Act 
(CRA)  regulations  that  govern  consideration  in  an  insti¬ 
tution’s  CRA  evaluation  of  lending  by  an  affiliate.  As  you 
know,  the  four  bank  and  thrift  agencies  have  promul¬ 
gated  substantively  identical  regulations.  Therefore, 
staff  from  all  of  the  agencies  have  considered  the 
issues  you  raised,  and  they  concur  in  the  opinions 
expressed  in  this  letter. 

You  asked  whether  the  regulations  permit  an  institution 
to  have  loans  originated  by  an  affiliate  considered  as 
purchases  by  the  institution  even  if  the  affiliate  counts 
the  same  loans  as  originations  in  its  own  CRA  evalu¬ 
ation.  The  regulations  permit  a  loan  to  be  considered 
twice  —  once  as  an  origination  and  again  as  a  purchase 
—  if  the  loan  is  actually  purchased  by  an  affiliate. 
However,  the  regulations  do  not  permit  consideration 
of  a  single  loan  by  two  or  more  affiliates  if  no  purchase 
transaction  occurs. 

The  agencies  recognize  that  two  constraints  set  out  in 
the  regulation  regarding  consideration  of  affiliate  loans, 
if  read  literally,  could  have  unintended  consequences 
in  the  case  of  a  group  of  affiliated  institutions  that  have 
overlapping  assessment  areas  and  are  all  subject  to 
CRA.  The  first  constraint  prohibits  more  than  one  insti¬ 
tution  from  counting  the  same  origination  or  the  same 
purchase.  The  second  constraint  requires  an  institution 
that  elects  to  count  loans  in  a  particular  lending  cate¬ 
gory  made  by  an  affiliate  in  an  assessment  area  to 
count  all  of  the  loans  in  that  lending  category  made  in 
that  area  by  all  affiliated  institutions.  As  described  in 
more  detail  below,  in  the  context  of  a  group  of  affiliated 
institutions,  each  of  which  is  subject  to  CRA  and  which 
share  parts  of  the  same  assessment  area,  the  con¬ 
straints  are  properly  read  ( 1 )  to  permit  a  loan  originated 
by  one  institution  and  actually  purchased  by  another  to 
be  considered  once  as  an  origination  and  once  as  a 
purchase  and  (2)  to  require  that  each  origination  and 
purchase  in  the  assessment  area  by  an  affiliate  of  the 
group  be  considered  in  the  CRA  evaluation  of  one  of 
the  institutions  in  the  group,  but  not  necessarily  that  all 
be  considered  in  the  evaluation  of  the  same  institution 
However,  the  method  by  which  loans  are  allocated 
among  the  institutions  may  not  be  designed  solely  to 
enhance  their  CRA  evaluations. 
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Discussion 

The  first  constraint  on  affiliate  lending  in  the  regulations 
provides:  "No  affiliate  may  claim  a  loan  origination  or 
loan  purchase  if  another  institution  claims  the  same 
loan  origination  or  purchase.”  60  Fed.  Reg.  22,156; 
22,181;  22,192;  22,203;  and  22,214  (May  4,  1995)  (to 
be  codified  at  12  CFR  25.22(c)(2)(i),  228.22(c)(2)(i), 
345.22(c)(2)(i),  and  563e.22(c)(2)(i)). 

The  agencies  intended  by  this  constraint  that  a  loan 
originated  by  one  institution  and  actually  purchased  by 
an  affiliate  would  be  evaluated  as  two  separate  events, 
once  as  an  origination  and  once  as  a  purchase.  For 
example,  if  Bank  A  purchases  a  loan  that  was  origi¬ 
nated  by  affiliated  Bank  B,  the  loan  is  reported  twice, 
by  Bank  A  as  a  purchase  and  by  Bank  B  as  an  origina¬ 
tion.  If  Bank  A  elects  to  have  Bank  B’s  lending  consid¬ 
ered  in  Bank  A’s  CRA  evaluation,  the  loan  is  considered 
twice  in  that  evaluation,  once  as  a  purchase  and  once 
as  an  origination.  Of  course,  the  loan  cannot  then  be 
considered  in  Bank  B’s  CRA  evaluation. 

A  loan  will  not  be  considered  as  both  a  purchase  and  an 
origination,  however,  if  the  sale  was  designed  to  inflate  a 
bank’s  CRA  assessment.  The  supplementary  material 
accompanying  the  final  rule  explained  that  “an  institution 
can  count  as  a  purchase  a  loan  originated  by  an  affiliate,  or 
count  as  an  origination  a  loan  sold  to  an  affiliate,  provided 
the  same  loans  are  not  sold  several  times  to  inflate  their 
value  for  CRA  purposes.”  Id.  at  22,166. 

You  asked  whether  this  language  means  that  an  insti¬ 
tution  can  count  as  a  purchase  in  its  CRA  evaluation  a 
loan  originated  by  an  affiliate,  even  if  the  institution  does 
not  actually  purchase  the  loan,  and  the  affiliate  counts 
the  loan  as  an  origination  in  its  CRA  evaluation.  In  other 
words,  you  asked  if  Bank  A  can  have  loans  originated 
by  affiliated  Bank  B  considered  as  purchases  in  Bank 
A's  CRA  evaluation,  even  if  Bank  A  does  not  actually 
purchase  the  loans  and  the  loans  are  considered  in 
Bank  B’s  CRA  evaluation.  The  agencies  did  not  intend 
to  allow  this  treatment  of  loans.  This  treatment  would  in 
effect  permit  the  double  counting  that  the  first  constraint 
is  expressly  designed  to  prohibit. 

The  second  limitation  on  consideration  of  loans  made 
by  an  affiliate  provides  that  “[i]f  a  bank  elects  to  have 
the  OCC  consider  loans  within  a  particular  lending 
category  made  by  one  or  more  of  the  bank’s  affiliates 
m  a  particular  assessment  area,  the  bank  shall  elect  to 
have  the  OCC  consider  ...  all  the  loans  within  that 
lending  category  in  that  particular  assessment  area 
made  by  all  of  the  bank’s  affiliates."  Id  at  22,181; 

22,21  1  it  (to  be  codified  at  12 
CFR  25  22(c)(2)(h),  228  22(c)(2)(ii),  345.22(c)(2)(ii), 
and  563 e  22(c)(2)(h)) 


A  strictly  literal  reading  of  the  second  constraint,  in 
concert  with  the  first  constraint’s  prohibition  against 
double-counting,  would  create  an  anomalous  situation 
for  a  group  of  affiliated  institutions  that  are  each  subject 
to  CRA  and  that  have  overlapping  assessment  areas. 
Under  a  strict  reading  of  this  constraint,  an  institution’s 
decision  to  count  in  its  CRA  evaluation  the  loans  in  a 
particular  lending  category  made  by  one  affiliate  would 
deprive  both  that  affiliate  and  its  other  affiliates  of  the 
ability  to  have  the  agencies  consider  any  loans  in  that 
lending  category  in  their  own  examinations. 

An  example  may  help  illustrate  the  problem.  Assume 
affiliated  Banks  A  and  B  are  also  affiliated  with  Thrift  C 
and  Mortgage  Company  D.  All  of  the  affiliated  institu¬ 
tions  serve  Metropolitan  Area  E.  All  of  the  affiliated 
institutions  make  home  mortgage  loans,  but  the  banks 
and  thrift  refer  all  applicants  whose  loans  will  be  sale¬ 
able  on  the  secondary  market  to  Mortgage  Company 
D.  Assume  Bank  A  elects  to  have  examiners  consider 
Mortgage  Company  D’s  home  mortgage  loans  that 
resulted  from  Bank  A’s  referrals  in  Bank  A’s  CRA  evalu¬ 
ation.  A  strictly  literal  reading  of  the  second  constraint 
would  require  all  mortgage  loans  made  in  Metropolitan 
Area  E  by  Bank  B  and  Thrift  C,  as  well  as  by  Mortgage 
Company  D,  to  be  considered  in  Bank  A’s  evaluation. 
Because  no  loan  may  be  double  counted,  Bank  B  and 
Thrift  C  would  not  have  any  mortgage  loans  in  Metro¬ 
politan  Area  E  for  examiners  to  consider  in  their  CRA 
evaluations. 

The  agencies  did  not  intend  this  literal  reading,  which 
would  deprive  insured  depository  institutions  subject  to 
the  CRA  from  receiving  consideration  for  their  own 
loans.  The  purpose  of  the  second  constraint  is  only  to 
prevent  an  institution  subject  to  CRA,  or  group  of  affili¬ 
ated  institutions  subject  to  CRA,  from  inflating  their  CRA 
performance  assessments  by  selectively  requesting 
consideration  of  certain  loans  that  would  favorably 
affect  their  assessments  but  not  other  loans  of  the  same 
type  that  would  unfavorably  affect  their  assessments. 
Therefore,  in  the  context  of  a  group  of  affiliated  institu¬ 
tions  that  are  each  subject  to  CRA  and  share  parts  of 
the  same  assessment  area,  the  agencies  will  not  read 
the  constraint  to  require  all  loans  in  a  lending  category 
in  the  assessment  area  to  be  considered  in  the  CRA 
evaluation  of  only  one  of  the  affiliated  institutions. 

Instead,  the  agencies  will  read  the  constraint  to  require 
that  each  loan  in  that  category  in  the  assessment  area 
made  by  an  affiliate  of  the  group  (whether  the  affiliate 
is  subject  to  CRA  or  not)  be  considered  in  the  CRA 
evaluation  of  one  of  the  institutions  in  the  group,  but  not 
that  all  the  loans  be  considered  in  the  evaluation  of  the 
same  institution.  This  reading  reflects  the  fact  that  a 
holding  company  may,  for  business  reasons,  choose  to 
transact  different  aspects  of  its  business  in  different 
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subsidiary  institutions.  However,  the  method  by  which 
loans  are  allocated  among  the  institutions  for  CRA 
purposes  must  reflect  actual  decisions  about  the  allo¬ 
cation  of  banking  business  among  the  institutions  and 
may  not  be  designed  solely  to  enhance  their  CRA 
evaluations. 

Thus,  reconsider  the  example  of  affiliated  Banks  A  and 
B,  Thrift  C,  and  Mortgage  Company  D  described 
above.  Bank  A  may  elect  to  have  the  home  mortgage 
loans  originated  by  Mortgage  Company  D  that  were 
based  on  referrals  from  Bank  A  considered  in  Bank  A’s 
CRA  evaluation,  and  Bank  B  and  Thrift  C  may  do  the 
same  for  loans  based  on  their  referrals,  subject  to  two 
constraints:  First,  no  origination  or  purchase  may  be 
considered  twice.  Second,  every  home  mortgage  loan 
made  by  one  of  the  four  institutions  (including  Mort¬ 
gage  Company  D)  in  Metropolitan  Area  E  must  be 
considered  in  the  evaluation  of  one  of  the  three  institu¬ 
tions  that  are  subject  to  CRA. 

I  hope  that  this  letter  has  been  responsive  to  your 
request.  You  may  also  be  interested  to  know  that  the 
staffs  of  the  four  financial  supervisory  agencies  are 
presently  developing  a  commentary  to  provide  addi¬ 
tional  guidance  for  resolving  interpretive  issues  arising 
under  the  new  CRA  regulation. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  ★ 


711— March  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  letter  of  January  19,  1996, 
on  behalf  of  your  client.  You  requested  confirmation  that 
it  would  be  lawful  for  the  bank  to  acquire  and  hold  a 
minority  equity  interest  in  a  mortgage  banking  com¬ 
pany  which  would  be  the  successor  to  the  bank’s 
current  mortgage  banking  operation.  For  the  reasons 
set  forth  below,  I  agree  with  your  conclusion. 

Background 

According  to  your  letter,  the  bank  currently  makes, 
buys,  sells,  and  services  mortgage  loans  and  other  real 
estate  loans  through  an  operating  subsidiary,  the  mort¬ 
gage  company.  The  mortgage  company  at  present  is 
a  wholly-owned  operating  subsidiary  of  the  bank.  The 
bank  and  one  of  its  affiliates  provide  most  of  the  funding 


the  mortgage  company  requires  to  finance  its  opera¬ 
tions. 

You  represent  that  the  bank  has  concluded  that  it  would 
be  desirable  to  restructure  this  aspect  of  its  business 
so  as  to  offer  mortgage  services  in  the  future  through 
an  entity  in  which  the  bank  would  have  a  significant  role 
but  would  not  be  the  sole  shareholder  or  the  principal 
source  of  funding.  Therefore,  the  bank  proposes  to  sell 
majority  ownership  in  the  mortgage  company  to  other 
investors  and  to  require  that  the  mortgage  company 
obtain  most  or  all  of  its  funding  in  the  future  from 
sources  unaffiliated  with  the  bank.  The  proposal  con¬ 
templates  that  the  bank  will  hold  approximately  45 
percent  of  the  shares  of  the  restructured  entity. 

To  effectuate  the  proposed  restructuring,  the  bank  will 
sell  all  of  the  outstanding  shares  of  the  mortgage  com¬ 
pany  to  a  newly  organized  Delaware  corporation  (“the 
holding  company”)  that  will  be  established  for  the  pur¬ 
pose  of  serving  as  the  new  corporate  parent  of  the 
mortgage  company.  In  return,  the  bank  will  receive 
approximately  45  percent  of  the  voting  stock  of  the 
holding  company  and  substantial  cash  consideration. 
Approximately  55  percent  of  the  voting  stock  of  the 
holding  company  will  be  purchased  for  cash  by  two 
investor  groups  not  affiliated  with  the  bank.1  After  the 
restructuring,  the  holding  company  will  be  required  to 
obtain  financing  for  itself  and  the  mortgage  company 
from  sources  unaffiliated  with  the  bank/2 

The  bank  and  the  two  investor  groups  have  entered  into 
a  stockholder  agreement  that  includes  the  following 
provisions: 

•  Neither  the  holding  company  nor  any  of  its 
subsidiaries  will  undertake  any  new  activities 
that  are  not  legally  permissible  activities  for  a 
corporation  having  a  national  bank  as  a 
shareholder  owning  the  portion  of  the  holding 
company’s  stock  that  the  bank  then  holds. 

•  The  holding  company  and  its  subsidiaries  will 
submit  themselves  to  the  extent  legally  re¬ 
quired  to  the  jurisdiction,  supervision,  and 
examining  authority  of  the  OCC. 


'The  bank  and  the  other  investors  in  the  holding  company  may  also 
purchase  nonvoting  preferred  stock  of  the  mortgage  company  in  the 
same  proportions  as  their  respective  investments  in  the  holding 
company.  In  this  event,  all  of  the  voting  stock  of  the  mortgage 
company  would  continue  to  be  owned  by  the  holding  company 

2The  bank  has  agreed  that,  in  certain  circumstances,  it  may  permit 
certain  funding  or  funding  commitments  from  the  bank  to  the  mort¬ 
gage  company  to  remain  outstanding  following  the  closing  If  this 
funding  has  not  been  repaid  prior  to  April  30.  1997,  it  will  be  replaced 
at  that  time  with  pro  rata  additional  capital  contributions  from  the 
equity  owners  of  the  holding  company  (other  than  the  bank)  and  a 
senior  term  loan  from  the  bank 
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•  The  holding  company  board  of  directors  will 
have  nine  members,  including  three  directors 
designated  by  the  bank,  four  designated  by 
the  two  investor  groups,  and  two  who  will  be 
members  of  the  mortgage  company  manage¬ 
ment  selected  jointly  by  at  least  five  of  the 
other  directors.  The  bank  will  continue  to  have 
the  right  to  designate  three  members  of  the 
board  so  long  as  it  owns  at  least  one-third  of 
the  voting  stock  initially  issued  by  the  holding 
company  to  the  bank. 

•  Supermajority  voting  provisions  will  afford  the 
bank  a  veto  power  over  certain  major  corpo¬ 
rate  actions,  including  any  proposal  that  the 
holding  company  or  any  of  its  subsidiaries 
enter  into  any  line  of  business  other  than 
holding  the  shares  of  the  mortgage  company 
and  operating  a  mortgage  banking  business 
and  other  ancillary  businesses  that  are  not 
impermissible  by  reason  of  the  bank’s  invest¬ 
ment  in  the  holding  company.  The  designated 
types  of  actions  must  be  approved  by  at  least 
80  percent  of  the  holding  company’s  direc¬ 
tors,  thus  requiring  the  approval  of  at  least 
one  of  the  three  directors  designated  by  the 
bank.3 

Your  letter  states  that  the  bank  expects  that,  following 
the  proposed  transaction,  the  mortgage  company  will 
continue  to  conduct  the  same  types  of  mortgage  bank¬ 
ing  business  that  it  conducts  now.  The  bank  will  con¬ 
tinue  to  view  the  mortgage  company  as  the  entity  to 
which  the  bank  and  its  customers  should  turn  for  mort¬ 
gage  banking  services.  However,  you  indicate  that  the 
proposed  restructuring  will  provide  several  significant 
benefits  to  the  bank. 

It  will  reduce  the  extent  to  which  the  bank’s  resources 
must  be  committed  to  providing  capital  and  funding  for 
the  mortgage  company,  both  in  the  near  term  and,  even 
more,  as  the  business  of  the  mortgage  company  grows 
in  the  future.  Because  relatively  less  of  the  bank’s 
capital  and  resources  will  be  devoted  to  supporting  the 
mortgage  company,  the  bank  will  be  able  to  further 
diversify  its  uses  of  funds  and  thereby  further  reduce 
its  level  of  risk,  while  still  affording  its  customers  access 
to  the  mortgage  services  offered  by  the  mortgage 
company  The  restructuring  also  will  make  it  possible 
for  the  mortgage  company  to  expand  its  operations  in 
the  future  without  being  limited  to  the  level  of  financial 
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support  the  bank  is  able  or  willing  to  provide.  The  bank 
also  will  realize  direct  financial  benefits  from  the  pro¬ 
posed  restructuring.  It  will  receive  substantial  cash 
consideration  and  will  realize  a  gain  on  the  sale.  The 
transaction  also  will  have  a  positive  effect  on  the  bank’s 
capital  ratios. 

Analysis 

A.  National  Bank  Incidental  Powers 
(12  (JSC  24(Seuenth)) 

The  OCC  has  long  permitted  national  banks  to  own 
stock  in  operating  subsidiary  corporations,  and  the 
mortgage  company  currently  is  a  wholly-owned  oper¬ 
ating  subsidiary  of  the  bank.  Under  the  OCC’s  present 
regulations,  a  national  bank  must  own  at  least  80  per¬ 
cent  of  the  voting  shares  of  an  operating  subsidiary. 
12  CFR  5.34(c).  After  the  proposed  restructuring  this 
requirement  would  no  longer  be  met,  since  the  bank’s 
ownership  interest  (via  the  holding  company)  would  be 
only  45  percent.  Therefore,  the  issue  presented  by  your 
letter  concerns  the  authority  of  a  national  bank  to  hold 
a  minority  equity  interest  in  a  corporation. 

A  recent  OCC  interpretive  letter  extensively  analyzed 
the  authority  of  national  banks  under  12  USC  24(sev- 
enth)  to  own  stock,  and  reviewed  OCC  precedents  on 
the  ownership  of  stock  in  amounts  less  than  that  re¬ 
quired  for  an  operating  subsidiary.  Interpretive  Letter 
No.  697,  [Current]  Fed.  Banking  L.  Rep.  (CCH)  U  81-013 
(November  15,  1995).  That  letter  concluded  that  such 
ownership  is  permissible  provided  that  four  standards, 
drawn  from  OCC  precedents,  are  satisfied.  They  are: 

1)  The  activities  of  the  enterprise  in  which  the 
investment  is  made  must  be  limited  to  activities 
that  are  part  of,  or  incidental  to,  the  business  of 
banking; 

2)  The  bank  must  be  able  to  prevent  the  enterprise 
from  engaging  in  activities  that  do  not  meet  the 
foregoing  standard,  or  be  able  to  withdraw  its 
investment; 

3)  The  bank’s  loss  exposure  must  be  limited,  as  a 
legal  and  accounting  matter,  and  the  bank  must 
not  have  open-ended  liability  for  the  obligations 
of  the  enterprise;  and 

4)  The  investment  must  be  convenient  or  useful  to 
the  bank  in  carrying  out  its  business  and  not  a 
mere  passive  investment  unrelated  to  that  bank's 
banking  business. 

Each  of  these  factors  is  discussed  below,  and  applied 
to  your  proposal. 
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1.  The  activities  of  the  enterprise  in  which  the  invest¬ 
ment  is  made  must  be  limited  to  activities  that  are  part 
of,  or  incidental  to,  the  business  of  banking. 

Our  precedents  on  minority  stock  ownership  have  rec¬ 
ognized  that  the  enterprise  in  which  the  bank  takes  an 
equity  interest  must  confine  its  activities  to  those  that 
are  part  of  or  incidental  to  the  conduct  of  the  banking 
business.  See,  e.g.,  Interpretive  Letter  No.  380,  [1988- 
1989  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
M  85,604  n.8  (December  29,  1986)  (since  a  national 
bank  can  provide  options  clearing  services  to  custom¬ 
ers,  it  can  purchase  stock  in  a  corporation  providing 
options  clearing  services);  letter  of  Robert  B.  Serino, 
Deputy  Chief  Counsel  (November  9,  1992)  (“Serino 
Letter”)  (since  the  operation  of  an  ATM  network  is  “a 
fundamental  part  of  the  basic  business  of  banking,”  an 
equity  investment  in  a  corporation  operating  such  a 
network  is  permissible). 

It  is  clear  that  mortgage  banking  activities  are  permis¬ 
sible  for  national  banks.  Real  estate  lending  is  specifi¬ 
cally  authorized  by  12  USC  371.  Indeed,  the  bank  is 
performing  these  activities  already  since,  as  noted 
above,  the  mortgage  company  is  presently  an  operat¬ 
ing  subsidiary  of  the  bank.  After  the  restructuring,  the 
mortgage  company  would  perform  the  same  activities 
and  offer  the  same  services  that  it  does  now.  Therefore, 
this  standard  is  satisfied. 

2.  The  bank  must  be  able  to  prevent  the  enterprise  from 
engaging  in  activities  that  do  not  meet  the  foregoing 
standard,  or  be  able  to  withdraw  its  investment. 

The  activities  of  an  enterprise  in  which  a  national  bank 
invests  must  be  part  of  or  incidental  to  the  business  of 
banking  not  only  at  the  time  the  bank  initially  purchases 
stock,  but  they  must  remain  so  for  as  long  as  the  bank 
has  an  ownership  interest.  However,  minority  share¬ 
holders  in  a  corporation  do  not  possess  a  veto  power 
as  a  matter  of  corporate  law.  One  way  to  address  this 
problem  is  for  the  corporation’s  articles  of  incorporation 
or  bylaws  to  limit  its  activities  to  those  that  are  permis¬ 
sible  for  national  banks.  See,  e.g.,  Letters  of  Peter 
Liebesman,  Assistant  Director,  Legal  Advisory  Services 
Division  (January  26,  1981  and  January  4,  1983). 

Contractual  solutions  are  also  feasible.  In  the  present 
case,  the  bank  and  the  two  investor  groups  have  en¬ 
tered  into  a  stockholder  agreement  to  address  this 
concern.  According  to  your  letter,  the  agreement  pro¬ 
vides  that  neither  the  holding  company  nor  any  of  its 
subsidiaries  (e.g.,  the  mortgage  company)  will  under¬ 
take  any  new  activities  that  are  not  legally  permissible 
for  a  corporation  having  a  national  bank  as  a  share¬ 
holder.  In  addition,  as  described  earlier,  board  of  direc¬ 
tors  supermajority  voting  provisions  will  give  the  bank 


a  veto  power  over  certain  major  corporate  actions. 
These  include  any  proposal  for  the  holding  company  or 
any  of  its  subsidiaries  to  enter  into  any  line  of  business 
other  than  holding  the  shares  of  the  mortgage  company 
and  operating  a  mortgage  banking  business. 

These  provisions  assure  that  neither  the  holding  com¬ 
pany  nor  the  mortgage  company  will  engage  in  any 
activity  that  is  not  permissible  for  a  corporation  having 
a  national  bank  shareholder.  The  bank  will  effectively 
have  a  veto  power  over  any  impermissible  activity  as 
long  as  it  continues  to  own  shares  in  the  holding  com¬ 
pany. 

3.  The  bank's  loss  exposure  must  be  limited,  as  a  legal 
and  accounting  matter,  and  the  bank  must  not  have 
open-ended  liability  for  the  obligations  of  the  enterprise. 

A  primary  concern  of  the  OCC  is  that  national  banks 
should  not  be  subjected  to  undue  risk.  Where  an  invest¬ 
ing  bank  will  not  control  the  operations  of  the  entity  in 
which  the  bank  holds  an  interest,  it  is  important  that  a 
national  bank’s  investment  not  expose  it  to  unlimited 
liability.  Normally,  this  is  not  a  concern  when  investing 
in  a  corporation,  for  shareholders  are  protected  by  the 
“corporate  veil”  from  liability  for  the  debts  of  the  corpo¬ 
ration.  1  William  M.  Fletcher,  Fletcher  Cyclopedia  of  the 
Law  of  Private  Corporations  25  (  perm.  ed.  rev.  vol. 
1990). 

In  the  present  case,  both  the  holding  company  and  the 
mortgage  company  will  be  separate  corporations,  with 
their  own  capital,  directors,  and  officers.  You  represent 
that  corporate  formalities  will  be  properly  observed  so 
as  to  minimize  the  possibility  that  the  bank  could  be 
subjected  to  liability  for  the  obligations  of  those  entities. 
Since  all  operations  will  be  conducted  at  the  second 
tier  or  mortgage  company  level,  the  bank  will  have  an 
extra  layer  of  protection. 

Further,  the  bank  has  been  advised  by  its  independent 
accountants,  following  discussions  with  the  OCC's  Of¬ 
fice  of  the  Chief  Accountant,  that  the  appropriate  ac¬ 
counting  treatment  for  its  investment  in  the  holding 
company  will  be  to  report  it  as  an  unconsolidated 
subsidiary  under  the  equity  method  of  accounting. 
Under  this  method,  which  is  used  for  equity  interests  of 
20  percent  to  50  percent  in  corporations,  losses  recog¬ 
nized  by  the  investor  will  not  exceed  the  amount  of  the 
investment  (including  extensions  of  credit  or  guaran¬ 
tees,  if  any)  shown  on  the  investor’s  books.  See  gener¬ 
ally,  Accounting  Principles  Board,  Op.  18,  H  19  (1971) 
(equity  method  of  accounting  for  investments  in  com¬ 
mon  stock). 

Therefore,  for  both  legal  and  accounting  purposes,  thp 
bank's  potential  loss  exposure  should  be  limited  me 
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amount  of  its  investment  (plus,  potentially,  the  amount 
of  any  extensions  of  credit  that  remain  outstanding). 
Since  that  exposure  will  be  quantifiable  and  control¬ 
lable,  this  standard  is  satisfied. 

4.  The  investment  must  be  convenient  or  useful  to  the 
bank  in  carrying  out  its  business  and  not  a  mere  passive 
investment  unrelated  to  that  bank’s  banking  business. 

Twelve  USC  24(seventh)  gives  national  banks  inciden¬ 
tal  powers  that  are  “necessary”  to  carry  on  the  business 
of  banking.  “Necessary”  has  been  judicially  construed 
to  mean  “convenient  or  useful.”  Arnold  Tours,  Inc.  v. 
Camp,  472  F.2d  427,  432  (1st  Cir.  1972).  The  provision 
in  section  24(seventh)  relating  to  the  purchase  of  stock, 
derived  from  section  16  of  the  Glass-Steagall  Act,  was 
only  intended  to  make  it  clear  that  section  16  did  not 
authorize  speculative  investments  in  stock.  Interpretive 
Letter  No.  697,  supra.  Therefore,  a  consistent  thread 
running  through  our  precedents  concerning  stock  own¬ 
ership  is  that  such  ownership  must  be  convenient  or 
useful  to  the  investing  bank  in  conducting  its  banking 
business.  The  investment  must  benefit  or  facilitate  that 
business,  and  cannot  be  a  mere  passive  or  speculative 
investment.  See,  e.g.,  Interpretive  Letter  No.  543, 
[1990-1991  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)H  83,255  (February  13,  1991);  Interpretive  Letter 
No.  427,  [1988-1989  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  H  85,651  (May  9,  1988);  Interpretive  Letter 
No.  421,  [1988-1989  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  H  85,645  (March  14,  1988). 

The  bank  is  presently  active  in  the  mortgage  banking 
business  and  intends  to  remain  so,  through  its  partici¬ 
pation  in  the  restructured  mortgage  company.  How¬ 
ever,  as  discussed  earlier,  the  bank  wishes  to  reduce 
the  resources  that  it  presently  must  commit  to  providing 
capital  and  funding  for  the  mortgage  company.  The 
proposed  restructuring  will  make  that  possible  while 
retaining  for  the  bank  the  ability  to  offer  a  ready  source 
of  mortgage  lending  to  customers  and  prospective 
customers  of  the  bank.  Although  the  bank  generally  will 
not  make  mortgage  loans  itself,  it  will  refer  bank  cus¬ 
tomers  to  the  mortgage  company  for  their  mortgage 
banking  needs.  Unlike  a  case  where  a  bank  simply  exits 
a  line  of  business,  leaving  customers  on  their  own  to 
obtain  that  service,  the  bank’s  customers  will  still  be 
able  to  look  to  the  bank  for  their  mortgage  banking 
needs. 

The  transaction  will  not  result  in  a  mere  passive  invest¬ 
ment,  for  the  bank  will  continue  to  play  an  active  part  in 
the  restructured  venture  With  the  exception  of  a  small 
number  of  shares  owned  by  officers  and  employees, 
there  will  be  only  two  other  shareholders  in  addition  to 
the  bank  This,  in  itself,  suggests  that  it  will  not  be  a 
passive  investment 
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The  bank  will  hold  seats  on  the  holding  company’s 
board  of  directors.  The  supermajority  voting  provisions 
previously  described  will  give  the  bank  a  veto  in  such 
matters  as  the  hiring  of  senior  executive  officers  of  the 
holding  company  and  approval  of  the  holding  com¬ 
pany’s  annual  budget  and  interest  rate  and  hedging 
policies.  The  bank  will  also  be  represented  on  the 
holding  company’s  risk  management  committee. 

The  OCC  focuses  its  examination  efforts  on  the  levels 
of  risk  in  the  national  banks  that  it  supervises.  By 
reducing  its  financial  commitment  to  the  mortgage 
company,  the  bank  will  be  able  to  diversify  its  use  of 
funds  and  thereby  reduce  its  level  of  risk.  In  addition, 
the  bank  will  receive  direct  financial  benefits  in  the  form 
of  cash  consideration  and  improved  capital  ratios. 
These  factors  demonstrate  that  the  bank’s  investment 
in  the  restructured  mortgage  company  will  provide  a 
benefit  that  is  convenient  or  useful  to  the  bank  in 
carrying  out  its  banking  businesses,  and  the  fourth 
standard  is  therefore  satisfied. 

B.  Other  Issues 

1.  Branching 

The  bank’s  proposal  also  raises  the  issue  of  whether 
loans  made  by  the  mortgage  company  should  be  at¬ 
tributed  to  the  bank,  and  locations  of  the  mortgage 
company  treated  as  bank  locations,  for  purposes  of 
applying  the  branching  restrictions  applicable  to  na¬ 
tional  banks  under  the  McFadden  Act,  12  USC  36.  For 
several  reasons,  we  conclude  that  they  should  not. 

It  is  axiomatic  that,  with  respect  to  loans,  the  McFadden 
Act  is  not  invoked  unless  a  loan  is  made  by  a  national 
bank.  If  a  borrower  does  not  receive  bank  funds,  we 
generally  conclude  that  the  bank  has  not  made  a  loan. 
That  is  the  case  here.  After  the  restructuring,  no  bank 
funds  will  be  loaned  to  borrowers.  Nor  are  loans  made 
by  the  mortgage  company  equivalent  to  loans  made  by 
the  bank.  It  is  intended  that  the  mortgage  company  will 
rely  on  outside  sources  of  funding  for  its  loans  and  will 
deal  with  the  bank  on  an  arm’s-length  basis.  Moreover, 
as  an  accounting  matter,  loans  made  by  the  mortgage 
company  will  not  appear  as  assets  on  the  bank's  finan¬ 
cial  statements.  Thus,  for  financial  reporting  purposes, 
the  bank  will  not  be  making  the  loans.  Since  the  bank 
will  not  be  making  loans  at  mortgage  company  loca¬ 
tions,  the  McFadden  Act  simply  does  not  apply  to  those 
offices. 

Corporate  structure  considerations  reinforce  the  con¬ 
clusion  that  the  McFadden  Act  will  not  be  applicable  to 
the  mortgage  company’s  activities.  The  mortgage  com¬ 
pany  will  be  an  autonomous  business,  not  part  of  the 
bank.  It  will  have  its  own  customers  and  its  own  offices 
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that  are  not  located  in  branches  of  the  bank.  Although 
the  bank  will,  as  previously  mentioned,  have  seats  on 
the  holding  company’s  board  of  directors  and  risk 
management  committee,  no  bank  employees  will  par¬ 
ticipate  in  the  day-to-day  operations  of  the  mortgage 
company. 

The  mortgage  company  also  will  be  treated  as  an  entity 
distinct  from  the  bank  for  supervisory  purposes.  As 
mentioned  previously,  the  bank  will  no  longer  provide 
funding  for  the  mortgage  company’s  operations  follow¬ 
ing  the  restructuring,  although  there  may  be  limited 
exceptions  to  this.  Since  the  mortgage  company  will  no 
longer  be  an  operating  subsidiary,  any  extensions  of 
credit  from  the  bank  to  the  mortgage  company  after  the 
restructuring  will  be  subject  to  the  usual  lending  limits 
and  loans  to  one  borrower  rules  established  by  12  USC 
84  and  OCC  regulations.  See  12  CFR  32.1(c).  You  also 
represent  that  any  such  extensions  of  credit  from  the 
bank  to  the  mortgage  company  would  be  on  an  arm’s 
length  basis.  Thus,  in  the  event  that  the  mortgage 
company  receives  any  loans  from  the  bank  in  the  future, 
it  will  be  treated  as  an  entity  distinct  from  the  bank, 
subject  to  the  same  lending  limit  rules  as  any  other 
borrower  unrelated  to  the  bank. 

The  operations  of  an  entity  or  instrumentality  are  not 
attributed  to  a  national  bank  for  branching  purposes 
merely  because  the  bank  conducts  some  of  its  core 
banking  business  through  that  entity.  Serino  Letter, 
supra.  National  banks  frequently  use  affiliates,  third 
parties,  or  instrumentalities  controlled  by  third  parties, 
to  facilitate  their  banking  business,  yet  these  entities 
are  not  considered  to  be  branches  of  the  bank. 

For  example,  a  bank  customer  may  obtain  a  cash 
advance  loan  from  his  or  her  bank  at  an  ATM  owned  by 
a  different  bank,  or  even  a  nonbank  company.  Despite 
the  fact  that  the  ATM  has  performed  a  core  banking 
activity  and  the  lending  bank’s  business  has  been 
facilitated,  the  machine  is  not  a  branch  of  that  bank. 
Independent  Bankers  Association  of  New  York  v.  Ma¬ 
rine  Midland  Bank,  757  F.2d  453  (2d  Cir.  1985),  cert, 
denied,  476  U.S.  1186  (1986).  Under  the  concept  of 
facility  banking,  a  depositor  may  make  a  deposit  at 
Bank  A  for  credit  to  an  account  at  affiliate  Bank  B,  yet 
Bank  A  is  not  a  branch  of  Bank  B.  12  USC  1828(r); 
Interpretive  Letter  No.  610,  [1992-1993  Transfer  Binder] 
Fed.  Banking  L.  Rep.  (CCH)  H  83,448  (October  8, 
1992).  Yet  another  example  is  an  independent  messen¬ 
ger  service.  A  national  bank  and  its  customers  may 
contract  with  an  independent  service  to  pick  up  or 
deliver  items  (such  as  deposits)  relating  to  branching 
functions  but,  if  certain  requirements  are  satisfied,  the 
messenger  service  will  not  be  a  branch  of  the  bank. 
Interpretive  Ruling  7.1012,  61  Fed.  Reg.  4849,  4864 
(1996)  (to  be  codified  at  12  CFR  7.1012). 


2.  Extensions  of  Credit 

Sections  23A  and  23B  of  the  Federal  Reserve  Act, 
12  USC  371c  and  371c-1,  place  restrictions  on  exten¬ 
sions  of  credit  and  other  transactions  between  member 
banks  and  their  affiliates,  but  these  restrictions  will  not 
apply  to  extensions  of  credit  from  the  bank  to  the 
holding  company  or  mortgage  company  after  the  re¬ 
structuring.  The  bank’s  45  percent  ownership  of  the 
holding  company  will  qualify  it  and  the  mortgage  com¬ 
pany  as  subsidiaries  of  the  bank  for  purposes  of  section 
23A.4  Since  the  statute  excludes  nonbank  subsidiaries 
of  member  banks  from  the  definition  of  “affiliate," 
12  USC  371c(b)(2)(A),  nonbank  subsidiaries  are  not 
subject  to  the  restrictions  on  transactions  with  affiliates. 
Section  23B  incorporates  the  same  definition  of  “affili¬ 
ate.”  12  USC  371c-1(d)(1).  On  the  other  hand,  as 
previously  mentioned,  once  the  mortgage  company 
ceases  to  qualify  as  an  operating  subsidiary  of  the 
bank,  any  extensions  of  credit  from  the  bank  to  it  will  be 
subject  to  the  usual  lending  limits  established  by 
12  USC  84  and  OCC  regulations.  See  12  CFR  32.1(c). 

3.  Supervision 

The  OCC  requires  that  entities  in  which  national  banks 
invest  be  subject  to  OCC  examination  and  supervision. 
According  to  your  letter,  the  stockholder  agreement 
entered  into  by  the  bank  and  the  other  proposed  inves¬ 
tors  in  the  holding  company  provides  that  the  holding 
company  and  its  subsidiaries  will  submit  themselves  to 
the  jurisdiction,  supervision,  and  examining  authority  of 
the  OCC.  Accordingly,  the  bank  is  prepared  to  proceed 
with  this  investment  subject  to  a  condition  that  the 
holding  company  and  the  mortgage  company  will  be 
subject  to  supervision  and  examination  by  the  OCC, 
and  the  bank  agrees  that  this  condition  will  be  a  “con¬ 
dition  imposed  in  writing  by  the  agency  in  connection 
with  the  granting  of  any  application  or  other  request” 
within  the  meaning  of  12  USC  1818. 

Conclusion 

For  the  reasons  outlined  above,  it  is  our  conclusion  that 
the  bank  may  legally  hold  a  45  percent  equity  interest 
in  the  holding  company,  pursuant  to  the  restructuring 
of  the  mortgage  company  proposed  in  your  letter.  We 
also  conclude  that  the  restrictions  of  the  McFadden  Act, 
12  USC  36,  will  not  apply  to  the  mortgage  company 
following  its  restructuring. 


4With  respect  to  a  specified  company,  a  "subsidiary"  is  a  company 
that  is  controlled  by  the  specified  company,  12  USC  371c(b)(4).  and 
a  company  is  deemed  to  control  another  company  if  it  has  the  power 
to  vote  25  percent  or  more  of  any  class  of  voting  securities  of  that 
company,  12  USC  37 1  c(b)(3)(A)(i). 
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Our  conclusion  is  conditioned  upon  compliance  with 
the  commitments  made  in  your  letter  of  inquiry  and  with 
the  conditions  listed  below: 

1)  the  holding  company  and  the  mortgage  com¬ 
pany  may  engage  only  in  activities  that  are  part 
of,  or  incidental  to,  the  business  of  banking; 

2)  the  bank  will  have  veto  power  over  any  activities 
and  major  decisions  of  the  holding  company  and 
the  mortgage  company  that  are  inconsistent  with 
condition  number  one,  or  the  bank  will  withdraw 
its  investment  from  the  holding  company  if  it  or  the 
mortgage  company  proposes  to  engage  in  an 
activity  that  is  inconsistent  with  condition  number 
one; 

3)  the  holding  company  and  the  mortgage  com¬ 
pany  will  be  subject  to  OCC  supervision  and 
examination;  and 

4)  the  bank  will  not  account  for  its  investment  in 
the  holding  company  under  the  consolidated 
method  of  accounting. 

These  commitments  and  conditions  are  conditions  im¬ 
posed  in  writing  by  the  OCC  in  connection  with  its 
action  on  the  request  for  a  legal  opinion  confirming  that 
the  proposed  investment  is  permissible  under  12  USC 
24(Seventh)  and,  as  such,  may  be  enforced  in  proceed¬ 
ings  under  applicable  law. 

I  hope  that  this  has  been  responsive  to  your  inquiry. 

Julie  L.  Williams 
Chief  Counsel 

★  ★  ★ 


712  —  March  1996 


Re:  Factoring  of  Medical  Receivables 
Dear  Sir/Madam: 

This  is  in  response  to  your  February  7,  1996  letter  to 
William  Glidden,  assistant  director,  Bank  Activities  and 
Structure  Division,  in  which  you  inquired  whether  cer¬ 
tain  activities  in  which  your  client  wishes  to  engage  are 
permissible  for  national  banks. 

According  to  your  letter,  the  bank  proposes  to  set  up  a 
division  within  the  bank  to  engage  in  two  different 
activities  The  first  would  involve  the  factoring  of  medi¬ 


cal  receivables  for  doctors,  clinics,  and  medical  facili¬ 
ties.  In  connection  with  these  services,  the  bank  would 
purchase  the  medical  receivables  and  file  insurance 
claims  to  collect  the  amounts  owed.  In  the  second,  the 
bank  would  provide  billing,  filing,  and  collection  serv¬ 
ices  to  nonfactoring  clients  for  a  fee.  The  bank  antici¬ 
pates  that  the  activities  performed  for  nonfactoring 
clients  would  amount  to  no  more  than  30  percent  of  the 
total  services  to  be  rendered  by  this  new  division. 

Both  of  these  are  permissible  activities  for  national 
banks.  With  respect  to  the  first,  factoring  involves  the 
direct  purchase  of  a  customer's  accounts  receivable 
without  recourse,  including  the  assumption  of  the  risks 
and  responsibilities  of  making  collection.  Factoring  is 
permitted  for  national  banks  under  12  USC  24(7)  and 
Interpretive  Ruling  7.1 105,  12  CFR  7.1 105.  Interpretive 
Ruling  7.1105,  “Purchase  of  open  accounts,”  specifi¬ 
cally  provides  that 

The  purchase  of  open  accounts  is  a  part  of  the 
business  of  banking  and  within  the  power  of  a 
national  bank.  Such  accounts  need  not  in  every 
case  represent  an  evidence  of  debt.1 

The  purchase  of  another  party’s  accounts  is  therefore 
a  permissible  activity.  It  is  subject  to  the  lending  limits 
as  an  indirect  advance  of  funds  to  the  seller  under 
12  CFR  32.2(a).  Further,  the  bank  should  be  aware  that 
a  factor's  ability  successfully  to  purchase  receivables 
without  recourse  is  predicated  on  the  factor’s  ability  to 
make  sound  credit  judgments,  and  to  follow  prudent 
safety  and  soundness  principles  in  engaging  in  such 
activity. 

With  respect  to  the  second  proposed  activity,  the  pro¬ 
viding  of  billing  services  to  physicians  and  clinics,  it  is 
well  established  that  national  banks  may  provide  billing 
services  to  their  customers  as  an  activity  incidental  to 
the  express  authority  to  process  payment  instruments 
for  customers.  The  OCC’s  position  on  this  issue  was 
clearly  stated  in  a  1 985  letter  which  opined  that  national 
banks  may  “[bill]  persons  for  fees  owed  to  doctors, 
hospitals,  and  other  service  providers."  Letter  from 
Peter  Liebesman,  assistant  director,  Legal  Advisory 
Services  Division  (August  27,  1985)  (“Liebesman  Let¬ 
ter”).  That  letter  noted  that  the  OCC  has  traditionally 
looked  to  the  usual  and  necessary  functions  banks 
undertake  in  collecting  their  own  loans  as  a  guide  to  the 


'The  OCC  has  recently  revised  a  number  of  interpretive  rulings, 
including  I  R  7  1105,  as  part  of  a  regulatory  review  program  to 
update  and  streamline  OCC  regulations  These  revised  rulings  wero 
published  in  the  Federal  Register  on  February  9,  1996(61  f  R  4849) 
and  will  become  effective  April  1,  1996  On  that  date,  I  R  7  1 105  will 
be  replaced  with  new  I  R  7  1020,  which  is  essentially  the  same  as 
the  present  interpretive  ruling 
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OCC’s  determination  of  whether  a  particular  activity  is 
a  permissible  means  of  “servicing”  debts  owed  to 
others.  Since  it  is  both  usual  and  necessary  for  banks 
to  undertake  collection  activities  with  respect  to  their 
own  delinquent  loans,  it  is  permissible  for  national 
banks  to  collect  delinquent  loans  on  others’  behalf. 
Further,  the  OCC  recognizes  that  banks  may  provide 
billing  services  to  collect  amounts  due  in  repayment  of 
money  lent  and  in  payment  of  other  forms  of  receiv¬ 
ables.  Since  billing  activities  form  an  integral  part  of  the 
means  by  which  debts  are  collected  by  banks,  it  has 
been  the  OCC’s  position  that  banks  may  provide  billing 
services  to  collect  amounts  due  to  others. 

As  discussed  in  the  Liebesman  Letter,  the  billing  serv¬ 
ice  you  describe  falls  within  the  scope  of  the  incidental 
powers  clause  of  12  USC  24(7).  Its  permissibility  for 
national  banks  has  been  reiterated  in  subsequent  OCC 
letters.  See  Letter  from  Coreen  Arnold,  senior  attorney 
(June  30,  1988);  Letter  from  Horace  Sneed,  senior 
attorney  (December  6,  1993)  (“Sneed  Letter”).  The 
Sneed  Letter  also  considered  the  issue  whether  na¬ 
tional  banks  may  fill  out  and  submit  insurance  claim 
forms,  and  stated  that  such  a  service  is  permissible 
because  it  is  substantially  equivalent  to  the  billing  serv¬ 
ices  already  approved.  Its  reasoning,  which  still  repre¬ 
sents  the  OCC  view,  was  as  follows: 

The  bank’s  physician  customers  look  to  the  insur¬ 
ance  companies  as  potential  third-party  payors 
for  the  services  provided  to  the  patients.  To  obtain 
payment,  the  physicians  submit  claim  forms  iden¬ 
tifying  the  patient,  date  of  service,  the  patient’s 
insurance  identification  number,  the  services  ren¬ 
dered,  and  the  amount  charged  for  those  serv¬ 
ices.  This  is  substantially  the  same  information 
that  national  banks  would  deal  with  in  providing 
billing  services  to  physicians.  Moreover,  the  proc¬ 
ess  of  filling  out  claim  forms  according  to  the 
physicians’  instructions  is  similar  to  preparing 
bills.  Therefore,  I  believe  that  preparing  the  insur¬ 
ance  forms  is  simply  a  variation  of  previously 
approved  billing  services  and  a  permissible  ac¬ 
tivity  for  national  banks. 

Both  of  the  services  you  describe  are  permissible  ac¬ 
tivities  to  be  performed  by  national  banks. 

Sue  E.  Auerbach 
Senior  Attorney 

Bank  Activities  and  Structure  Division 

★  ★  ★ 


713  — March  1996 


Dear  Sir/Madam: 

This  letter  responds  to  your  inquiry  regarding  the  appli¬ 
cation  of  Community  Reinvestment  Act  (CRA)  regula¬ 
tions  to  your  institution’s  student  loan  portfolio.  As  you 
probably  know,  the  four  bank  and  thrift  regulatory  agen¬ 
cies  finalized  new  CRA  regulations  on  May  4, 1 995.  See 
60  Fed.  Reg.  22,156  (May  4,  1995)  (to  be  codified  at 
12  CFR  25,  228,  345  and  563e).  The  regulations  of  the 
four  agencies  are  substantively  identical.  Therefore, 
staff  from  all  of  the  agencies  have  considered  the  issue 
you  raised,  and  they  concur  in  the  opinions  expressed 
in  this  letter. 

You  indicate  in  your  letter  and  subsequent  conversa¬ 
tions  that  the  institution  (Bancorp)  is  a  $2  billion  bank 
holding  company  for  six  banks  and  that  a  large  part  of 
these  banks’  loan  portfolios  consists  of  student  loans. 
You  also  note  that  since  the  banks  make  the  loans 
based  on  a  guarantee,  the  applicant’s  income  informa¬ 
tion  may  not  be  available. 

Specifically,  you  ask: 

(1)  How  student  loans  will  be  counted  in  the 
banks’  CRA  evaluations; 

(2)  What  information  the  banks  need  to  maintain 
for  these  loans; 

(3)  Whether  the  banks  may  track  income  infor¬ 
mation  regarding  the  loans  by  census  tract 
rather  than  by  applicant;  and 

(4)  If  the  banks  need  to  track  income  by  appli¬ 
cant,  whose  income  figures  should  be  used, 
the  parents’  or  the  student’s. 

Response 

As  a  general  matter,  the  CRA  regulations  establish  the 
framework  and  criteria  by  which  the  regulatory  agen¬ 
cies  assess  an  institution’s  record  of  helping  to  meet  the 
credit  needs  of  its  community.  In  making  this  assess¬ 
ment  for  large  retail  banks,  the  agencies  apply  lending, 
investment,  and  service  tests.  12  CFR  25.21(a), 
228.21(a),  345.21(a)  and  5636.21(a).1  The  lending  test 
evaluates  an  institution’s  lending  activities  by  consider- 


'The  CRA  regulations  apply  different  assessment  criteria  based  upon 
whether  the  institution  is  a  small  institution,  a  wholesale  or  limited 
purpose  institution,  or  other  institution  The  regulations  define  a  small 
institution  as  an  institution  that  has  total  assets  of  less  than  $?S0 
million  and  is  independent  or  an  affiliate  of  a  holding  comp  .dt 
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ing  an  institution's  purchase  or  origination  of  home 
mortgage,  small  business,  small  farm,  and  community 
development  loans.  12  CFR  25.22(a),  228.22(a), 
345.22(a)  and  563e. 22(a).  In  addition,  if  an  institution 
elects,  or  if  consumer  lending  constitutes  a  substantial 
majority  of  an  institution’s  business,  the  agencies  will 
evaluate  the  institution’s  consumer  loans.2  Id. 

Because  a  large  part  of  the  portfolio  of  Bancorp’s  banks 
is  committed  to  student  loans,  it  is  likely  that  the  agen¬ 
cies  will  evaluate  its  banks’  student  loan  portfolios 
under  this  provision.  However,  the  decision  whether  the 
agencies  will  evaluate  the  loans  whether  or  not  the 
banks  elect  to  have  them  evaluated  will  be  made  at  the 
time  of  the  examination.  If  the  banks  want  to  be  certain 
that  the  agencies  will  evaluate  their  student  loans,  the 
banks  should  elect  to  have  the  loans  considered. 

If  the  banks  are  willing  to  leave  to  the  examiners  the 
decision  whether  their  student  lending  will  be  evalu¬ 
ated,  they  need  not  collect  and  maintain  data  about  the 
loans  in  the  standardized  format  prescribed  by  the 
regulation.  If,  however,  the  banks  want  to  be  certain 
their  student  loans  will  be  considered  and  thus  elect  to 
have  the  loans  considered,  they  must  collect  and  main¬ 
tain  data  as  described  in  12  CFR  25.42(c)(1), 
228.42(c)(1),  345.21(c)(1)  and  563e.42(c)(1).  Pursuant 
to  this  provision,  an  institution  may  maintain  data  for  one 
or  more  of  the  following  five  categories  of  consumer 
loans:  ( 1 )  motor  vehicle,  (2)  credit  card ,  (3)  home  equity, 
(4)  other  secured,  and  (5)  other  unsecured.  However, 
an  institution  that  maintains  data  for  a  certain  category 
of  loans  also  must  maintain  data  for  all  loans  originated 


has  total  bank  and  thrift  assets  of  less  than  $1  billion  1 2  CFR  25. 1 2(t), 
228  21  (t).  345  21  (t)  and  563e.21(s)  Small  institution  are  evaluated 
under  the  small  bank  performance  standards.  12  CFR.  25.21(a)(3), 
228  21(a)(3),  345.21(a)(3)  and  563e. 21  (a)(3).  The  regulations  define 
a  wholesale  institution  as  an  institution  that  is  not  in  the  business  of 
extending  home  mortgage,  small  business,  small  farm,  or  consumer 
loans  to  retail  customers,  and  for  which  a  designation  as  a  wholesale 
bank  is  in  effect  12  CFR  25.12(w),  228.21(w),  345.21(w)  and 
563e  21  (v)  The  regulations  define  a  limited  purpose  institution  as  an 
institution  that  offers  only  a  narrow  product  line  (such  as  credit  card 
or  motor  vehicle  loans)  to  a  regional  or  broader  market  and  for  which 
a  designation  as  a  limited  purpose  banks  is  in  effect.  12  CFR 
25  12(o),  228  12(o),  345  12(o)  and  563e.12(n).  Wholesale  and  lim¬ 
ited  purpose  institutions  are  evaluated  under  the  community  devel¬ 
opment  test  12  CFR  25  21(a)(2),  228  21(a)(2),  345.21(a)(2)  and 
563e  21(a)(2)  In  addition,  any  institution  can  request  to  be  evaluated 
under  a  strategic  plan  12  CFR  25.21(a)(4),  228.21(a)(4), 
345  21(a)(4)  and  563e  21(a)(4). 

^The  CRA  regulation  defines  a  consumer  loan  as  "a  loan  to  one  or 
more  individuals  for  household,  family,  or  other  personal  expendi¬ 
tures  "  1 2  CFR  25  1 2(k),  228  1 2(k),  345. 1 2(k)  and  563e.  1 2(j). 


or  purchased  within  that  category.  In  other  words,  an 
institution  that  chooses  to  maintain  data  for  a  certain 
type  of  unsecured  loans,  such  as  student  loans,  also 
must  maintain  data  for  all  other  types  of  unsecured 
consumer  loans. 

The  provision  specifically  requires  an  institution  to 
maintain  the  following  data  for  each  loan  originated  or 
purchased  within  one  of  the  five  previously  specified 
categories: 

•  A  unique  number  or  alpha-numeric  symbol 
that  can  be  used  to  identify  the  relevant  loan 
file; 

•  the  loan  amount  at  origination  or  purchase; 

•  the  loan  location;  and 

•  the  gross  annual  income  of  the  borrower  that 
the  institution  considered  in  making  its  credit 
decision. 

12  CFR  25.42(c)(1),  228.42(c)(1),  345.21(c)(1)  and 
563e. 42(c)(1). 

With  respect  to  the  final  requirement,  please  note  that 
the  income  information  that  must  be  maintained  is  for 
the  individual  borrower  and  not  for  the  census  tract.  The 
income  that  should  be  maintained  is  the  income  upon 
which  the  institution  making  the  credit  decision  relied 
in  making  the  decision,  whether  that  income  is  the 
student’s  or  that  of  his  or  her  parents.  Also  note  that  the 
institution  need  not  collect  income  information  in  con¬ 
nection  with  a  loan  if  the  income  was  not  considered  to 
make  the  credit  decision.  Cf.  Questions  and  Answers 
on  CRA  Data  Collection  and  Reporting,  OCC  Bulletin 
96-12  (January  25,  1996)  at  p.  3. 

I  trust  that  this  letter  is  responsive  to  your  request.  You 
may  also  be  interested  to  know  that  the  staffs  of  the  four 
financial  supervisory  agencies  are  presently  develop¬ 
ing  a  commentary  to  provide  additional  guidance  for 
resolving  the  interpretive  questions  arising  under  the 
new  CRA  regulations. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  *  * 
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Mergers  —  January  1  to  March  31,  1996 


Mergers  consummated  involving  two  or  more  nonaffiliated  operating  banks 


Page 

California 

December  31,  1995: 

City  National  Bank,  Beverly  Hills,  California,  and 
First  Los  Angeles  Bank,  Los  Angeles,  California 

Merger .  109 

January  12: 

California  United  Bank,  N.A.,  Encino,  California,  and 
Corporate  Bank,  Santa  Ana,  California 
Merger .  109 

Florida 

January  12: 

County  National  Bank  of  South  Florida,  North  Miami 
Beach,  Florida,  and 
Carney  Bank,  Boynton  Beach,  Florida 

Merger .  109 

February  12: 

Peoples  National  Bank  of  Commerce,  Miami,  Miami, 

Florida,  and 

Jefferson  Bank,  Lauderdale  Lakes,  Florida 

Merger .  109 

March  22: 

SouthTrust  Bank  of  Florida,  N.A.,  and 
The  Citizens  Bank  of  MacClenny,  MacClenny,  Florida 
Merger .  109 

Kansas 

December  31,  1995: 

Central  National  Bank,  Junction  City,  Kansas,  and 
Gypsum  Valley  National  Bank,  Gypsum,  Kansas 
Merger .  110 

Louisiana 

March  9: 

Whitney  National  Bank,  New  Orleans,  Louisiana,  and 
First  National  Bank  in  Saint  Mary  Parish,  Morgan  City, 
Louisiana 

Merger .  HO 

Pennsylvania 

January  12: 

Community  Banks,  N.A.,  Millersburg,  Pennsylvania,  and 
The  Citizens’  National  Bank  of  Ashland,  Ashland, 

Pennsylvania 

Merger .  HO 


Page 

March  1: 

The  Citizens  National  Bank  of  Lansford,  Lansford, 
Pennsylvania,  and 

Farmers  and  Merchants  Bank,  Honesdale, 

Pennsylvania 

Merger .  110 

Tennessee 

January  31: 

First  Union  National  Bank  of  Tennessee,  Nashville, 

Tennessee,  and 

Brentwood  National  Bank,  Brentwood,  Tennessee 
Merger .  110 

Texas 

December  31,  1995: 

First  State  Bank,  N.A.,  Abilene,  Texas,  and 
Peoples  National  Bank,  Winters,  Texas 


Merger .  110 

January  22: 

The  First  National  Bank  of  Fabens,  Fabens,  Texas,  and 
The  Bank  of  El  Paso,  El  Paso,  Texas 

Merger .  Ill 

February  29: 

Surety  Bank,  N.A.,  Lufkin,  Texas,  and 
First  National  Bank  in  Midlothian,  Midlothian,  Texas 
Merger .  1 1 1 


March  1: 

Boatmen's  First  National  Bank  of  Amarillo,  Amarillo, 
Texas,  and 

Tom  Green  National  Bank,  San  Angelo,  Texas 


Merger .  Ill 

March  15: 

Charter  National  Bank — Colonial,  Houston,  Texas,  and 
Cypress  National  Bank,  Houston,  Texas 
Merger .  Ill 


Mergers  consummated  involving  nonaffiliated  national  banks  and  savings  and  loan 
associations 


Page 

North  Carolina 

January  11: 

First  Union  National  Bank  of  North  Carolina,  Charlotte, 

North  Carolina,  and 

Raleigh  Federal  Savings  Bank,  F.S.B.,  Raleigh,  North 
Carolina 

Merger . 


Page 

Virginia 

March  14: 

American  National  Bank  and  Trust  Company, 

Danville,  Virginia,  and 

Mutual  Savings  Bank,  F  S  B.,  Danville,  Virginia 
Merger .  1 1 1 
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Mergers  consummated  involving  two  or  more  affiliated  operating  banks 


Page 

California 

February  16: 

Alameda  First  National  Bank,  Alameda,  California,  and 
Centennial  Bank,  Castro  Valley,  California 
Merger  .  112 

Colorado 

March  18 

FirstBank  of  Douglas  County,  N.A.,  Castle  Rock, 

Colorado,  and 

The  Bank  of  Douglas  County,  Castle  Rock,  Colorado 
Merger  .  1 12 

Florida 

January  19: 

SunTrust  Bank,  North  Florida,  N.A.,  Jacksonville, 

Florida,  and 

Ponte  Vedra  National  Bank,  Ponte  Vedra  Beach, 

Florida 

Merger .  112 

January  29: 

The  Huntington  National  Bank  of  Florida,  Maitland, 

Florida,  and 

The  Huntington  National  Bank  of  Lakeland,  Lakeland, 

Florida 

Merger .  112 

Georgia 

February  1: 

NationsBank,  N.A.  (South),  Atlanta,  Georgia,  and 
Bank  South,  Atlanta,  Georgia 

Merger .  112 

Illinois 

November  15,  1995: 

Aetna  Bnak,  N.A.,  Chicago,  Illinois,  and 
Belmont  National  Bank  of  Chicago,  Chicago,  Illinois 

Merger .  112 

December  13,  1995: 

The  Peoples  National  Bank  of  McLeansboro, 

McLeansboro,  Illinois,  and 
Wayne  County  Bank  and  Trust  Company,  Fairfield, 

Illinois 

Merger .  113 

February  19: 

Grand  National  Bank,  Crystal  Lake,  Illinois,  and 
First  National  bank  of  Niles,  Niles,  Illinois,  and 
Grand  National  Bank,  Waukegan,  Illinois,  and 
Grand  National  Bank,  Crete,  Illinois 


Merger  .  113 

March  7: 

Norwest  Bank  Illinois,  N  A.,  Galesburg,  Illinois,  and 
Canton  State  Bank,  Canton,  Illinois 
Merger  .  113 


Indiana 

January  7 

Society  Bank,  N  A  ,  Angola,  Indiana,  and 
Society  National  Bank  Indiana,  South  Bend,  Indiana 


Merger  .  1 13 

Kansas 

December  31,  1995: 

Auburn  National  Bank,  Auburn,  Kansas,  and 
Manhattan  National  Bank,  Manhattan,  Kansas 

Merger  113 

January  2 

The  Citizens  National  Bank,  Greenleaf,  Kansas,  and 
The  First  State  Bank  of  Lansing,  Lansing,  Kansas 
Merger  113 


Page 

Kentucky 

November  18,  1995: 

Peoples  First  National  Bank  and  Trust  Company, 

Paducah,  Kentucky,  and 

Liberty  Bank  and  Trust  Company,  Mayfield,  Kentucky, 
and 

PFC  Interim  National  Bank,  Paducah,  Kentucky 

Merger .  114 

February  29: 

National  City  Bank  Kentucky,  Louisville,  Kentucky,  and 

The  First  State  Bank  and  Trust  Company  of 
Manchester,  Manchester,  Kentucky,  and 

The  London  Bank  and  Trust  Company,  London, 

Kentucky,  and 

Bank  of  Danville  and  Trust  Company,  Danville, 

Kentucky,  and 

The  First  National  Bank  and  Trust  Company, 

Nicholasville,  Kentucky,  and 

Richmond  Bank  and  Trust  Company,  Richmond, 

Kentucky,  and 

First  National  Bank  and  Trust  Company  of  Woodford 
County,  Versailles,  Kentucky,  and 

American  Fidelity  Bank  and  Trust  Company,  Corbin, 

Kentucky 

Merger .  114 

March  1 1 : 

Bank  One  Kentucky,  N.A.,  Louisville,  Kentucky,  and 

Bank  One  Southern  Indiana,  N.A.,  New  Albany, 

Kentucky 

Merger .  114 

March  11: 

Bank  One  Kentucky,  N.A.,  Louisville,  Kentucky,  and 

Bank  One  Western  Kentucky,  N.A.,  Hopkinsville, 

Kentucky 

Merger .  114 

Louisiana 

January  1: 

Hibernia  National  Bank,  New  Orleans,  Louisiana,  and 


The  First  National  Bank  of  Lake  Providence,  Lake 
Providence,  Louisiana 

Merger .  115 

January  15: 

Hibernia  National  Bank,  New  Orleans,  Louisiana,  and 
Bunkie  Bank  and  Trust  Company,  Bunkie,  Louisiana 
Merger .  115 


Maryland 

February  1 : 

American  Trust  Bank,  N.A.,  Cumberland,  Maryland,  and 
American  Trust  Bank,  Cumberland,  Maryland 
Merger .  1 15 

Minnesota 

January  1: 

Marquette  Bank,  N.A.,  Golden  Valley,  Minnesota,  and 


Marquette  Bank  Cannon  Falls,  Cannon  Falls, 

Minnesota 

Merger .  1 15 

January  12: 

Northern  National  Bank,  Bemidji,  Minnesota,  and 
Blackduck  State  Bank,  Blackduck,  Minnesota 
Merger .  115 


Missouri 

February  29: 

Magna  Bank,  N  A  ,  Brentwood,  Missouri,  and 
ISBT,  N  A  ,  East  Alton,  Missouri 

Merger .  1 15 
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Page 


Nebraska 

November  20,  1995: 

First  Bank,  N.A.,  Omaha,  Nebraska,  and 
Southwest  Bank  and  Trust  Company  of  Omaha,  N.A., 

Omaha,  Nebraska 

Merger .  115 

February  20: 

Firstier  Bank,  N.A.,  Omaha,  Nebraska,  and 
First  Bank,  N.A.,  Omaha,  Nebraska,  and 
Firstier  Bank,  N.A.,  Lincoln,  Nebraska,  and 
Firstier  Bank,  N.A.,  Norfolk,  Nebraska,  and 
Firstier  Bank,  N.A.,  Scottsbluff,  Nebraska 

Merger .  116 

February  29: 

The  First  National  Bank  of  York,  York,  Nebraska,  and 
First  York  Savings  and  Loan  Association,  Ffampton, 

Nebraska 

Merger .  116 

New  York 

January  2: 

Republic  National  Bank  of  New  York,  New  York,  New 
York,  and 

Republic  Bank  for  Savings,  N.A.,  New  York,  New  York 
Merger .  116 

North  Dakota 

February  1 : 

Community  First  National  Bank,  Dickinson,  North 
Dakota,  and 

Farmers  and  Merchants  Bank,  Beach,  North  Dakota 
Merger .  116 

Tennessee 

March  1 1 : 

First  Amercan  National  Bank,  Nashville,  Tennessee, 
and 

First  City  Bank,  Murfreesboro,  Tennessee,  and 
Citizens  Bank,  Smithville,  Tennessee 
Merger .  116 

Texas 

July  14,  1995: 

Norwest  Bank  Texas,  Waco,  N.A.,  Waco,  Texas,  and 
Norwest  Trust  Texas,  Waco,  N.A.,  Waco,  Texas 

Merger . 

January  31 : 

Irving  National  Bank,  Irving,  Texas,  and 
First  Continental  Bank  of  Grand  Prairie,  N.A.,  Grand 
Prairie,  Texas 

Merger .  117 


February  1: 

Norwest  Bank  Texas,  N.A.,  Lubbock,  Texas,  and 

Norwest  Bank  Texas,  Borger,  N.A.,  Borger,  Texas,  and 

Norwest  Bank  Texas,  Canyon,  N.A.,  Canyon,  Texas, 
and 

Norwest  Bank  Texas,  Plainview,  N.A.,  Plainview, 

Texas,  and 

Norwest  Bank  Texas,  Post,  N.A.,  Post,  Texas,  and 

Norwest  Bank  Texas,  Crane,  Crane,  Texas,  and 

Norwest  Bank  Texas,  Denver  City,  Denver  City, 

Texas,  and 

Norwest  Bank  Texas,  Tulia,  N.A.,  Tulia,  Texas 
Merger .  117 

Virginia 

March  29: 

The  Riggs  National  Bank  of  Washington,  DC, 

McLean,  Virginia,  and 

The  Riggs  National  Bank  of  Virginia,  Virginia, 

Merrifield,  Virginia,  and 

The  Riggs  National  Bank  of  Maryland,  McLean, 

Virginia 

Merger .  117 

Washington 

March  1: 

Seattle-First  National  Bank,  Seattle,  Washington,  and 

Bank  of  America  Idaho,  N.A.,  Spokane,  Washington 
Merger .  117 

West  Virginia 

January  1: 

Bank  One,  Steubenville,  N.A.,  Wheeling,  West 
Virginia,  and 

Bank  One  West  Virginia,  Wheeling,  N.A.,  Wheeling, 

West  Virginia,  and 

Bank  One  West  Virginia,  New  Martinsville,  N.A.,  New 


Martinsville,  West  Virginia 

Merger .  117 

January  27: 

United  National  Bank,  Parkersburg,  West  Virginia,  and 
United  National  Bank-South,  Beckley,  West  Virginia 
Merger .  118 


Wisconsin 

February  26: 

Firstar  Bank  Wisconsin  Rapids,  N.A.,  Wisconsin 
Rapids,  Wisconsin,  and 

Firstar  Bank  Wausau,  N.A.,  Wausau,  Wisconsin 
Merger .  118 


Mergers  consummated  involving  affiliated  national  banks  and  savings  and  loan 
associations 


Page 

Georgia 

January  10: 

NationsBank,  N.A.  (South),  Atlanta,  Georgia,  and 
Citizens  Federal  Bank,  F.S.B.,  Miami,  Florida 

Merger .  118 

March  15: 

SouthTrust  Bank  of  Georgia,  N.A.,  Atlanta,  Georgia, 

and  _ 

Bankers  First  Savings  Bank,  F  S  B.,  Augusta,  Georgia 

Merger . 


Page 

New  York 

February  29: 

Republic  National  Bank  of  New  York,  New  York,  New 
York,  and 

Crossland  Federal  Savings  Bank,  Brooklyn,  New  York 
Merger .  118 
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Most  transactions  in  this  section  do  not  have  accompanying  decisions.  In  those  cases,  the  OCC  reviewed  the 
competitive  effects  of  the  proposals  by  using  its  standard  procedures  for  determining  whether  the  transaction  has 
minimal  or  no  adverse  competitive  effects.  The  OCC  found  the  proposals  satisfied  its  criteria  for  transactions  that 
clearly  had  no  or  minimal  adverse  competitive  effects.  In  addition,  the  Attorney  General  either  filed  no  report  on 
the  proposed  transaction  or  found  that  the  proposal  would  not  have  a  significantly  adverse  effect  on  competition. 


Nonaffiliated  Mergers* 

CITY  NATIONAL  BANK, 

Beverly  Hills,  California,  and  First  Los  Angeles  Bank,  Los  Angeles,  California 


Names  of  institutions  and  type  of  transaction  Total  assets 


City  National  Bank,  Beverly  Hills,  California  (14695),  with .  $2,797,538,000 

and  First  Los  Angeles  Bank,  Los  Angeles,  California,  with .  884,066,000 

merged  December  31 ,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  3,767,891 ,000 


★  ★  ★ 


CALIFORNIA  UNITED  BANK,  NATIONAL  ASSOCIATION, 
Encino,  California,  and  Corporate  Bank,  Santa  Ana,  California 


Names  of  institutions  and  type  of  transaction  Total  assets 


California  United  Bank,  N.A.,  Encino,  California  (17258),  with .  $310,000,000 

and  Corporate  Bank,  Santa  Ana,  California,  with .  75,000,000 

merged  January  1 2,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  385,000,000 


■k  k  * 


COUNTY  NATIONAL  BANK  OF  SOUTH  FLORIDA, 

North  Miami  Beach,  Florida,  and  Carney  Bank,  Boynton  Beach,  Florida 


Names  of  institutions  and  type  of  transaction  Total  assets 


County  National  Bank  of  South  Florida,  North  Miami  Beach,  Florida  (15026),  with .  $164,002,000 

and  Carney  Bank,  Boynton  Beach,  Florida,  with .  45,953,000 

merged  January  1 2,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 227,647,000 


k  k  k 


PEOPLES  NATIONAL  BANK  OF  COMMERCE,  MIAMI, 

Miami,  Florida,  and  Jefferson  Bank,  Lauderdale  Lakes,  Florida 

Names  of  institutions  and  type  of  transaction  Total  assets 

Peoples  National  Bank  of  Commerce,  Miami,  Miami,  Florida  (14885),  with .  $43,000,000 

and  Jefferson  Bank,  Lauderdale  Lakes,  Florida,  with .  27,000,000 


merged  February  12  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

★  ★  ★ 


SOUTHTRUST  BANK  OF  FLORIDA,  NATIONAL  ASSOCIATION, 

St.  Petersburg,  Florida,  and  The  Citizens  Bank  of  MacClenny,  MacClenny,  Florida 


Names  of  institutions  and  type  of  transaction  Total  assets 


SouthTrust  Bank  of  Florida,  N.A.,  St.  Petersburg,  Florida  (23021 ),  with .  $3,356,769,000 

and  The  Citizens  Bank  of  MacClenny,  MacClenny,  Florida,  with .  83,964,000 

merged  March  22,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 3,440,733,000 


★  k  k 


Nonaffiliated  mergers  include  the  merger,  consolidation,  or  purchase  and  assumption  of  nonaffiliated  operating  banks  or  savings  and  loan 
associations,  where  the  resulting  bank  is  a  national  bank. 

Asset  figures  for  merging  institutions  are  not  necessarily  as  of  the  date  of  merger  and  thus  may  not  sum  to  the  total  assets  given  for  the 
merged  bank. 
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CENTRAL  NATIONAL  BANK, 

Junction  City,  Kansas,  and  Gypsum  Valley  National  Bank,  Gypsum,  Kansas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Central  National  Bank,  Junction  City,  Kansas  (4284),  with .  $339,0080,000 

and  Gypsum  Valley  National  Bank,  Gypsum,  Kansas  (23020),  with .  19,618,000 

merged  December  31,  1995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  359,085,000 


WHITNEY  NATIONAL  BANK, 

New  Orleans,  Louisiana,  and  First  National  Bank  in  Saint  Mary  Parish,  Morgan  City,  Louisiana 

Names  of  institutions  and  type  of  transaction  Total  assets 

Whitney  National  Bank,  New  Orleans,  Louisiana  (14977),  with .  $2,81 2,81 1 ,000 

and  First  National  Bank  in  Saint  Mary  Parish,  Morgan  City,  Louisiana  (13851),  with .  237,983,000 

merged  March  9,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  3,050,794,000 

★  ★  Hr 

COMMUNITY  BANKS,  NATIONAL  ASSOCIATION, 

Millersburg,  Pennsylvania,  and  The  Citizens’  National  Bank  of  Ashland,  Ashland,  Pennsylvania 

Names  of  institutions  and  type  of  transaction  Total  assets 

Community  Banks,  N.A.,  Millersburg,  Pennsylvania  (2252),  with .  $317,536,000 

and  The  Citizens’  National  Bank  of  Ashland,  Ashland,  Pennsylvania  (2280),  with .  63,036,000 

merged  January  1 2,  1 996  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  380,552,000 

★  *  * 

THE  CITIZENS  NATIONAL  BANK  OF  LANSFORD, 

Lansford,  Pennsylvania,  and  Farmers  and  Merchants  Bank,  Honesdale,  Pennsylvania 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Citizens  National  Bank  of  Lansford,  Lansford,  Pennsylvania  (7051 ),  with .  $79,706,000 

and  Farmers  and  Merchants  Bank,  Honesdale,  Pennsylvania,  with .  65,106,000 

merged  March  1 ,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  144,812,000 

*  *  * 

FIRST  UNION  NATIONAL  BANK  OF  TENNESSEE, 

Nashville,  Tennessee,  and  Brentwood  National  Bank,  Brentwood,  Tennessee 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  Union  National  Bank  of  Tennessee,  Nashville,  Tennessee  (22649),  with .  $1 ,969,725,000 

and  Brentwood  National  Bank,  Brentwood,  Tennessee  (21490),  with .  117,006,000 

merged  January  31,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  2,100,569,000 

★  ★  ★ 

FIRST  STATE  BANK,  NATIONAL  ASSOCIATION, 

Abilene,  Texas,  and  Peoples  National  Bank,  Winters,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  State  Bank,  National  Association,  Abilene,  Texas  (17614),  with .  $113,119,000 

and  Peoples  National  Bank,  Winters,  Texas  (18234),  with .  7,555,000 

merged  December  31,  1995  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 120,009,000 
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THE  FIRST  NATIONAL  BANK  OF  FABENS, 

Fabens,  Texas,  and  The  Bank  of  El  Paso,  El  Paso,  Texas 


Names  of  institutions  and  type  of  transaction  Total  assets 


The  First  National  Bank  of  Fabens,  Fabens,  Texas  (11700),  with .  $104,348,000 

and  The  Bank  of  El  Paso,  El  Paso,  Texas,  with .  31 ,691 ,000 

merged  January  22,  1 996  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 34,444,000 


*  *  * 


SURETY  BANK,  NATIONAL  ASSOCIATION, 

Lufkin,  Texas,  and  First  National  Bank  in  Midlothian,  Midlothian,  Texas 


Names  of  institutions  and  type  of  transaction  Total  assets 


Surety  Bank,  National  Association,  Lufkin,  Texas  (151 87),  with .  $11 9,471 ,000 

and  First  National  Bank  in  Midlothian,  Midlothian,  Texas  (13670),  with .  51,984,000 

merged  February  29,  1996  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  171 ,189,000 


★  ★  ★ 


BOATMEN’S  FIRST  NATIONAL  BANK  OF  AMARILLO, 

Amarillo,  Texas,  and  Tom  Green  National  Bank,  San  Angelo,  Texas 


Names  of  institutions  and  type  of  transaction  Total  assets 


Boatmen’s  First  National  Bank  of  Amarillo,  Amarillo,  Texas  (4214),  with .  $1 ,515,460,000 

and  Tom  Green  National  Bank,  San  Angelo,  Texas  (18347),  with .  72,717,000 

merged  March  1 ,  1 996  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 ,592,1 23,000 


★  ★  ★ 


CHARTER  NATIONAL  BANK— COLONIAL, 

Houston,  Texas,  and  Cypress  National  Bank,  Houston,  Texas 


Names  of  institutions  and  type  of  transaction  Total  assets 


Charter  National  Bank — Colonial,  Houston,  Texas  (16493),  with .  $182,790,000 

and  Cypress  National  Bank,  Houston,  Texas  (18401),  with .  20,021,000 

merged  March  15,  1996  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 201,022,000 


•k  *  ★ 


Nonaffiliated  Mergers  (thrift) 

FIRST  UNION  NATIONAL  BANK  OF  NORTH  CAROLINA, 

Charlotte,  North  Carolina,  and  Raleigh  Federal  Savings  Bank,  F.S.B.,  Raleigh,  North  Carolina 


Names  of  institutions  and  type  of  transaction  Total  assets 

First  Union  National  Bank  of  North  Carolina,  Charlotte,  North  Carolina  (15650),  with .  $24,663,875,000 

and  Raleigh  Federal  Savings  Bank,  F.S.B.,  Raleigh,  North  Carolina,  with .  81 5,072,000 


merged  January  11,1 996,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had 


★  ★  * 


AMERICAN  NATIONAL  BANK  AND  TRUST  COMPANY, 

Danville.  Virainia,  and  Mutual  Savings  Bank,  F.S.B.,  Danville,  Virginia 

Names  of  institutions  and  type  of  transaction 

Total  assets 

.  $302,481,000 

American  National  banK  ano  irusx  oompdny,  ucuivmt?,  virynua  mm . 

and  Mutual  Savings  Bank,  F.S.B.,  Danville,  Virginia,  with . . . .  •  . . 

mprgpd  March  14  1996.  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

.  83,936,000 

.  386.417,000 

it  It  It 
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Affiliated  Mergers* 

ALAMEDA  FIRST  NATIONAL  BANK, 

Alameda,  California,  and  Centennial  Bank,  Castro  Valley,  California 

Names  of  institutions  and  type  of  transaction  Total  assets 

Alameda  First  National  Bank,  Alameda,  California  (15347),  with .  $356,000,000 

and  Centennial  Bank,  Castro  Valley,  California,  with .  1 19,500,000 

merged  February  16,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  453,500,000 

*  *  * 

FIRSTBANK  OF  DOUGLAS  COUNTY,  NATIONAL  ASSOCIATION, 

Castle  Rock,  Colorado,  and  The  Bank  of  Douglas  County,  Castle  Rock,  Colorado 

Names  of  institutions  and  type  of  transaction  Total  assets 

FirstBank  of  Douglas  County,  N.A.,  Castle  Rock,  Colorado  (16471),  with .  $56,853,000 

and  The  Bank  of  Douglas  County,  Castle  Rock,  Colorado,  with .  99,183,000 

merged  March  18,  1996,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  151 ,142,000 

★  ★  ★ 

SUNTRUST  BANK,  NORTH  FLORIDA,  NATIONAL  ASSOCIATION, 

Jacksonville,  Florida,  and  Ponte  Vedra  National  Bank,  Ponte  Vedra  Beach,  Florida 

Names  of  institutions  and  type  of  transaction  Total  assets 

SunTrust  Bank,  North  Florida,  N.A.,  Jacksonville,  Florida  (17299),  with .  $653,673,000 

and  Ponte  Vedra  National  Bank,  Ponte  Vedra  Beach,  Florida  (21934),  with .  87,017,000 

merged  January  1 9,  1 996,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  747,608,000 

★  ★  ★ 

THE  HUNTINGTON  NATIONAL  BANK  OF  FLORIDA, 

Maitland,  Florida,  and  The  Huntington  National  Bank  of  Lakeland,  Lakeland,  Florida 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Huntington  National  Bank  of  Florida,  Maitland,  Florida  (21058),  with .  $597,637,000 

and  The  Huntington  National  Bank  of  Lakeland,  Lakeland,  Florida  (23024),  with .  672,931 ,000 

merged  January  29,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1,21 0,568,000 

★  *  * 

NATIONSBANK,  NATIONAL  ASSOCIATION  (SOUTH), 

Atlanta,  Georgia,  and  Bank  South,  Atlanta,  Georgia 

Names  of  institutions  and  type  of  transaction  Total  assets 

NationsBank,  N.A.  (South),  Atlanta,  Georgia  (13068),  with .  $16,100,000,000 

and  Bank  South,  Atlanta,  Georgia,  with .  7,400,000,000 

merged  February  1 ,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  23,500,000,000 

★  *  * 

AETNA  BANK,  NATIONAL  ASSOCIATION, 

Chicago,  Illinois,  and  Belmont  National  Bank  of  Chicago,  Chicago,  Illinois 

Names  of  institutions  and  type  of  transaction  Total  assets 

Aetna  Bank,  N.A.,  Chicago,  Illinois  (23005),  with .  $120,087,000 

and  Belmont  National  Bank  of  Chicago,  Chicago,  Illinois  (14540),  with .  191,782.000 

merged  November  1 5,  1 995,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  311 ,869,000 

*  *  * 


•Affil  >ted  mergers  include  mergers,  consolidations,  and  purchase  and  assumptions  of  affiliated  institutions  where  the  resulting  bank  is  a  na- 
fional  bank 
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THE  PEOPLES  NATIONAL  BANK  OF  MCLEANSBORO, 

McLeansboro,  Illinois,  and  Wayne  County  Bank  and  Trust  Company,  Fairfield,  Illinois _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Peoples  National  Bank  of  McLeansboro,  McLeansboro,  Illinois  (9408),  with .  $107,602,000 

and  Wayne  County  Bank  and  Trust  Company,  Fairfield,  Illinois,  with . ’’’’’’  ”  ’  ’  ’  53365!oOO 

merged  December  1 3,  1 995,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  161 ,467,000 

★  ★ *  * 

GRAND  NATIONAL  BANK, 

Crystal  Lake,  Illinois,  and  First  National  Bank  of  Niles,  Niles,  Illinois,  and  Grand  National  Bank,  Waukegan,  Illinois, 
and  Grand  National  Bank,  Crete,  Illinois _ _ 

_ Names  of  institutions  and  type  of  transaction  Total  assets 

Grand  National  Bank,  Crystal  Lake,  Illinois  (14935),  with .  $240  000  000 

and  First  National  Bank  of  Niles,  Niles,  Illinois  (16072),  with . ‘  ‘  ’  ’  264,000,000 

and  Grand  National  Bank,  Waukegan,  Illinois  (15978),  with .  269,000  000 

and  Grand  National  Bank,  Crete,  Illinois  (16249),  with . ’’’’’’’’’’’’’’  142^000^000 

merged  February  1 9,  1 996,  under  charter  1 4935  and  title  “Grand  National  Bank.”  The  merged  bank  at  date  of  merger  had  ’  915,000^000 

*  *  * 

NORWEST  BANK  ILLINOIS,  NATIONAL  ASSOCIATION, 

Galesburg,  Illinois,  and  Canton  State  Bank,  Canton,  Illinois 

Names  of  institutions  and  type  of  transaction  Total  assets 

Norwest  Bank  Illinois,  N.A.,  Galesburg,  Illinois  (22636),  with .  $290,026,000 

and  Canton  State  Bank,  Canton,  Illinois,  with .  50^637^000 

merged  March  7,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  340,663^000 

*  ★  ★ 

SOCIETY  BANK,  NATIONAL  ASSOCIATION, 

Angola,  Indiana,  and  Society  National  Bank  Indiana,  South  Bend,  Indiana 

Names  of  institutions  and  type  of  transaction  Total  assets 

Society  Bank,  N.A.,  Angola,  Indiana  (23023),  with .  $1,176,471,000 

and  Society  National  Bank  Indiana,  South  Bend,  Indiana  (206),  with .  3,822,419,000 

merged  January  7,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  4,998,890,000 

★  ★  ★ 

AUBURN  NATIONAL  BANK, 

Auburn,  Kansas,  and  Manhattan  National  Bank,  Manhattan,  Kansas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Auburn  National  Bank,  Auburn,  Kansas  (23038),  with .  $21,522,000 

and  Manhattan  National  Bank,  Manhattan,  Kansas  (22560),  with .  78,653,000 

merged  December  31 ,  1 995,  under  charter  23038  and  title  “Security  National  Bank."  The  merged  bank  at  date  of  merger  had  1 00,303,000 

★  ★  ★ 

THE  CITIZENS  NATIONAL  BANK, 

Greenleaf,  Kansas,  and  The  First  State  Bank  of  Lansing,  Lansing,  Kansas 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Citizens  National  Bank,  Greenleaf,  Kansas  (10789),  with .  $97,303,000 

and  The  First  State  Bank  of  Lansing,  Lansing,  Kansas,  with .  15.093.000 

merged  January  2,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 112,787,000 

★  ★  * 
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PEOPLES  FIRST  NATIONAL  BANK  AND  TRUST  COMPANY, 

Paducah,  Kentucky,  and  Liberty  Bank  and  Trust  Company,  Mayfield,  Kentucky,  and  PFC  Interim  National  Bank, 
Paducah,  Kentucky 


Names  of  institutions  and  type  of  transaction 


Total  assets 


Peoples  First  National  Bank  and  Trust  Company,  Paducah,  Kentucky  (12961),  with . 

and  Liberty  Bank  and  Trust  Company,  Mayfield,  Kentucky,  with . 

and  PFC  Interim  National  Bank,  Paducah,  Kentucky  (23057),  with . 

merged  November  18,  1995,  under  charter  12961  and  title  “Peoples  First  National  Bank  and  Trust  Company.” 
The  merged  bank  at  date  of  merger  had . 


$900,843,000 

147,195,000 

120,000,000 

1,048,134,000 


NATIONAL  CITY  BANK  KENTUCKY, 

Louisvillle,  Kentucky,  and  The  First  State  Bank  and  Trust  Company  of  Manchester,  Manchester,  Kentucky,  and 
The  London  Bank  and  Trust  Company,  London,  Kentucky,  and  Bank  of  Danville  and  Trust  Company,  Danville, 
Kentucky,  and  The  First  National  Bank  and  Trust  Company,  Nicholasville,  Kentucky,  and  Richmond  Bank  and 
Trust  Company,  Richmond,  Kentucky,  and  First  National  Bank  and  Trust  Company  of  Woodford  County, 
Versailles,  Kentucky,  and  American  Fidelity  Bank  and  Trust  Company,  Corbin,  Kentucky 


Names  of  institutions  and  type  of  transaction 


Total  assets 


National  City  Bank  Kentucky,  Louisville,  Kentucky  (109),  with . . . 

and  The  First  State  Bank  and  Trust  Company  of  Manchester,  Manchester,  Kentucky,  with . 

and  The  London  Bank  and  Trust  Company,  London,  Kentucky,  with . 

and  Bank  of  Danville  and  Trust  Company,  Danville,  Kentucky,  with . 

and  The  First  National  Bank  and  Trust  Company,  Nicholasville,  Kentucky  (1831),  with . 

and  Richmond  Bank  and  Trust  Company,  Richmond,  Kentucky,  with . . 

and  First  National  Bank  and  Trust  Company  of  Woodford  County,  Versailles,  Kentucky  (16905),  with . 

and  American  Fidelity  Bank  and  Trust  Company,  Corbin,  Kentucky,  with . . . 

merged  February  29,  1996  under  charter  109  and  title  “National  City  Bank  Kentucky.”  The  merged  bank  at  date  of  merger  had 


$6,380,473,000 

76,748,000 

93,905,000 

97,267,000 

94,633,000 

109,261,000 

44,0008,000 

69,046,000 

7,056,275,000 


BANK  ONE  KENTUCKY,  NATIONAL  ASSOCIATION, 

L  ouisville  Kentuckv  and  Bank  One  Southern  Indiana,  National  Association,  New  Albany,  Kentucky 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Bank  One  Kentucky,  National  Association,  Louisville,  Kentucky  (14320),  with . 

and  Bank  One  Southern  Indiana,  N.A.,  New  Albany,  Kentucky  (17837),  with . 

merged  March  1 1  1996.  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

$3,599,430,000 

221,329,000 

4,429,149,000 

★  ★  ★ 


BANK  ONE  KENTUCKY,  NATIONAL  ASSOCIATION, 

l  ouisville  Kentuckv.  and  Bank  One  Western  Kentucky,  National  Association,  Hopkinsville,  Kentucky 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Bank  One  Kentucky,  N.A.,  Louisville,  Kentucky  (14320),  with . • . 

and  Bank  One  Western  Kentucky,  N.A.,  Hopkinsville,  Kentucky  (22727),  with . 

merged  March  1 1  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

$4,491,201,000 

221,915,000 

4,687,616,000 

*  *  * 


HIBERNIA  NATIONAL  BANK, 

Npw  Orleans  Louisiana,  and  The  First  National  Bank  of  Lake  Providence,  Lake  Providence,  Louisiana 

Names  of  institutions  and  type  of  transaction 

Total  assets 

Hibernia  National  Bank,  New  Orleans,  Louisiana  (13688),  with .  . . . . 

and  The  First  National  Bank  of  Lake  Providence,  Lake  Providence,  Louisiana  (6291),  with . 

mprgpd  January  1  1 996.  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had . 

$6,873,511,000 

53.290,000 

6,926,801.000 

*  *  * 
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HIBERNIA  NATIONAL  BANK, 

New  Orleans,  Louisiana,  and  Bunkie  Bank  and  Trust  Company,  Bunkie,  Louisiana 

Names  of  institutions  and  type  of  transaction  Total  assets 

Hibernia  National  Bank,  New  Orleans,  Louisiana  (13688),  with .  $6,749,220,000 

and  Bunkie  Bank  and  Trust  Company,  Bunkie,  Louisiana,  with .  109,026^000 

merged  January  15,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  6,858,246,000 

★  ★  ★ 

AMERICAN  TRUST  BANK,  NATIONAL  ASSOCIATION, 

Cumberland,  Maryland,  and  American  Trust  Bank,  Cumberland,  Maryland 

Names  of  institutions  and  type  of  transaction  Total  assets 

American  Trust  Bank,  N.A.,  Cumberland,  Maryland  (23045),  with .  $64,863,000 

and  American  Trust  Bank,  Cumberland,  Maryland,  with .  326!644!oOO 

merged  February  1 ,  1 996,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  391 ,507,000 

★  ★  ★ 

MARQUETTE  BANK,  NATIONAL  ASSOCIATION, 

Golden  Valley,  Minnesota,  and  Marquette  Bank  Cannon  Falls,  Cannon  Falls,  Minnesota 

Names  of  institutions  and  type  of  transaction  Total  assets 

Marquette  Bank,  N.A.,  Golden  Valley,  Minnesota  (22831),  with .  $868,268,000 

and  Marquette  Bank  Cannon  Falls,  Cannon  Falls,  Minnesota,  with .  38,567,000 

merged  January  1 ,  1996,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  905,240,000 

★  ★  ★ 

NORTHERN  NATIONAL  BANK, 

Bemidji,  Minnesota,  and  Blackduck  State  Bank,  Blackduck,  Minnesota 

Names  of  institutions  and  type  of  transaction  Total  assets 

Northern  National  Bank,  Bemidji,  Minnesota  (8241),  with .  $128,844,000 

and  Blackduck  State  Bank,  Blackduck,  Minnesota,  with .  23,216,000 

merged  January  1 2,  1 996,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  151 ,986,000 

*  ★ *  * 

MAGNA  BANK,  NATIONAL  ASSOCIATION, 

Brentwood,  Missouri,  and  ISBT,  National  Association,  East  Alton,  Missouri 

Names  of  institutions  and  type  of  transaction  Total  assets 

Magna  Bank,  N.A.,  Brentwood,  Missouri  (23001),  with .  $4,826,009,000 

and  ISBT,  N.A.,  East  Alton,  Missouri,  with .  158,286,000 

merged  February  29,  1 996,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  4,994,536,000 

★  ★  ★ 

FIRST  BANK,  NATIONAL  ASSOCIATION, 

Omaha,  Nebraska,  and  Southwest  Bank  and  Trust  Company  of  Omaha,  National  Association,  Omaha,  Nebraska, 
and  FBS  Interim  Bank,  F.S.B.,  Omaha,  Nebraska 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  Bank,  N.A.,  Omaha,  Nebraska  (22967),  with .  $234,021,000 

and  Southwest  Bank  and  Trust  Company  of  Omaha,  N.A.,  Omaha,  Nebraska  (22972),  with .  198,149,000 

and  FBS  Interim  Bank,  F.S.B.,  Omaha,  Nebraska,  with .  454,800,000 

merged  November  20,  1995  under  charter  22967  and  title  “First  Bank,  N.A.’The  merged  bank  at  date  of  merger  had . . 886,970,000 

*  *  * 
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FIRSTIER  BANK,  NATIONAL  ASSOCIATION, 

Omaha,  Nebraska,  and  First  Bank,  National  Association,  Omaha,  Nebraska,  and  Firstier  Bank,  National 
Association,  Lincoln,  Nebraska,  and  Firstier  Bank,  National  Association,  Norfolk,  Nebraska,  and  Firstier  Bank, 


National  Association,  Scottsbluff,  Nebraska 


1  1UUUI  It-*'  /  .  ,  WWW  nww  w  .  .  ,  .  - 

Names  of  institutions  and  type  of  transaction 

Total  assets 

.  $1,690,900,000 

943,000,000 

aflU  i  irSl  DailK,  N.A^.,  vjllldlld,  INcUl dbi\d  /  . . 

1,113,300,000 

clnO  rirSlIGr  Dciruv,  IN. r\.,  L.IMOUIM,  iNtJUldbrxd  y  i  /  . . 

CrMinr  D-.nL’  M  A  Mr>rfr>IV  Mohracka  M with  . 

190,100,000 

dllO  rirsiier  DdriK,  N.rA.,  NUilvJlr\,  INcUl  dor\d  ^  i  j  Willi . 

Dnnl/  M  A  Q/'ottchh  iff  Mohracka  fQRRII  with  . 

273,500,000 

ana  r  irsil©r  uallK,  IN. AN.,  oCUllbUIUII,  INcLM  doAa  \  j,  . . 

merged  February  20,  1996  under  charter  1633  and  title  “First  Bank,  National  Association.” 

.  4,651,800,000 

THE  FIRST  NATIONAL  BANK  OF  YORK, 

York,  Nebraska,  and  First  York  Savings  and  Loan  Association,  Hampton,  Nebraska 


IUIA,  INBUI  dt>r\d,  dllU  1  II  Ol  ■  vji  r\  oavn  lyo  ui  'u  i-uui  .  ,  - - - 

Names  of  institutions  and  type  of  transaction 

Total  assets 

.  $215,705,000 

1  lit?  ill  bl  INclllUI  Idl  Dal  irv  Ul  I  Ul  r\,  1  I  r\,  i  auna  yt-www/,  . . . .  nnn 

ana  rilol  TUirv  Odvlliyb  di  iu  Luan  noouciauun,  1  lampiuu,  . . 

meraed  February  29,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

.  215,705,000 

*  ★  * 


REPUBLIC  NATIONAL  BANK  OF  NEW  YORK, 

Npw  York  New  York,  and  Republic  Bank  for  Savings,  National  Association,  New  York,  New  York 

Names  of  institutions  and  type  of  transaction 

Total  assets 

$32,548,378,000 

Republic  National  banKot  New  yotk,  New  yoik,  Nt?w  tui*  \  1000^;,  . . 

and  Republic  Bank  for  Savings,  N.A.,  New  York,  New  York  (22931),  with . 

merged  January  2.  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

5,837,138,000 

38,319,655,000 

*  *  * 


COMMUNITY  FIRST  NATIONAL  BANK, 

Dickinson  North  Dakota,  and  Farmers  and  Merchants  Bank,  Beach,  North  Dakota 

Names  of  institutions  and  type  of  transaction 

Total  assets 

oommunuy  rirbi  iNaiiuMcii  Ddiirv,  L^iur\iuouu,  iwun  . . 

44,139,000 

and  harmers  ana  Mercnams  oanK,  Dedui,  inuiui  udrvuid,  wiui . 

merged  February  1  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

.  137,059,000 

★  ★  ★ 


FIRST  AMERICAN  NATIONAL  BANK, 

Nashville,  Tennessee,  and  First  City  Bank,  Murfreesboro,  Tennessee,  and  Citizens  Bank,  Smithville,  Tennessee 


Names  of  institutions  and  type  of  transaction 


Total  assets 


First  American  National  Bank,  Nashville,  Tennessee  (3032),  with . 

and  First  City  Bank,  Murfreesboro,  Tennessee,  with . 

and  Citizens  Bank,  Smithville,  Tennessee,  with . . . 

merged  March  11,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 


$7,803,000,000 

231,350,000 

110,470,000 

8,170,000,000 


NORWEST  BANK  TEXAS,  WACO,  NATIONAL  ASSOCIATION, 

Waco  Texas  and  Norwest  Trust  Texas,  Waco,  National  Association,  Waco,  Texas 

Names  of  institutions  and  type  of  transaction 

Total  assets 

_ -  _  _ -r„„'  „  >.,ifh  .  $276,718,000 

Norwest  Ban*  texas,  vvduu,  v» aou,  •  . 

.  6,608,000 

and  Norwest  Trust  Texas,  Waco,  N  A.,  waco,  i  exas  wim . 

merged  July  14  1995  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

276,720.000 
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IRVING  NATIONAL  BANK, 

Irving, Texas,  and  First  Continental  Bank  of  Grand  Prairie,  National  Association,  Grand  Prairie,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Irving  National  Bank,  Irving,  Texas  (17911),  with .  $28,356,000 

and  First  Continental  Bank  of  Grand  Prairie,  N.A.,  Grand  Prairie,  Texas  (18625),  with .  21  ’979*000 

merged  January  31,  1996,  under  charter  1791 1  and  title  “Independent  National  Bank.”  The  merged  bank  at  date  of  merger  had  50,335,000 

★  ★  ★ 

NORWEST  BANK  TEXAS,  NATIONAL  ASSOCIATION, 

Lubbock,  Texas,  and  Norwest  Bank  Texas,  Borger,  National  Association,  Borger,  Texas,  and  Norwest  Bank 
Texas,  Canyon,  National  Association,  Canyon,  Texas,  Norwest  Bank  Texas,  Plainview,  National  Association, 
Plainview,  Texas,  and  Norwest  Bank  Texas,  Post,  National  Association,  Post,  Texas,  and  Norwest  Bank  Texas, 
Crane,  Crane,  Texas,  and  Norwest  Bank  Texas,  Denver  City,  Denver  City,  Texas,  and  Norwest  Bank  Texas, 

Tulia,  National  Association,  Tulia,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Norwest  Bank  Texas,  National  Association,  Lubbock,  Texas  (14208),  with .  $1,110,835,000 

and  Nonwest  Bank  Texas,  Borger,  N.A.,  Borger,  Texas  (21273),  with .  58^025’oOQ 

and  Norwest  Bank  Texas,  Canyon,  N.A.,  Canyon,  Texas  (14090),  with .  65  J  58^000 

and  Norwest  Bank  Texas,  Plainview,  N.A.,  Plainview,  Texas  (15132),  with .  123,832,000 

and  Norwest  Bank  Texas,  Post,  N.A.,  Post,  Texas  (9485),  with .  38,162,000 

and  Norwest  Bank  Texas,  Crane,  Crane,  Texas,  with .  19,050,000 

and  Norwest  Bank  Texas,  Denver  City,  Denver  City,  Texas,  with .  49,744,000 

and  Norwest  Bank  Texas,  Tulia,  N.A.,  Tulia,  Texas  (6298),  with .  62]485!oOO 

merged  February  1,  1996  under  charter  14208  and  title  “Norwest  Bank  Texas,  National  Association.” 

The  merged  bank  at  date  of  merger  had .  1 ,496,060,000 

★  ★  ★ 

THE  RIGGS  NATIONAL  BANK  OF  WASHINGTON,  DC, 

McLean,  Virginia,  and  The  Riggs  National  Bank  of  Virginia,  Merrifield,  Virginia,  and  The  Riggs  National  Bank  of 
Maryland,  McLean,  Virginia 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Riggs  National  Bank  of  Washington,  DC,  McLean,  Virginia  (5046),  with .  $4,075,482,000 

and  The  Riggs  National  Bank  of  Virginia,  Merrifield,  Virginia  (21313),  with .  380,620,000 

and  The  Riggs  National  Bank  of  Maryland,  McLean,  Virginia  (21599),  with .  215,912,000 

merged  March  29,  1 996  under  charter  5046  and  title  “Riggs  Bank,  National  Association.” 

The  merged  bank  at  date  of  merger  had .  4,667,698,000 

★  ★  ★ 

SEATTLE-FIRST  NATIONAL  BANK, 

Seattle,  Washington,  and  Bank  of  America  Idaho,  National  Association,  Spokane,  Washington 

Names  of  institutions  and  type  of  transaction  Total  assets 

Seattle-First  National  Bank,  Seattle,  Washington  (11280),  with .  $16,397,000,000 

and  Bank  of  America  Idaho,  N.A.,  Spokane,  Washington  (22398),  with .  448,013,000 

merged  March  1,  1996  under  charter  11280  and  title  “Bank  of  America  NW,  National  Association.” 

The  merged  bank  at  date  of  merger  had .  16,845,013,000 

★  ★  ★ 

BANK  ONE,  STEUBENVILLE,  NATIONAL  ASSOCIATION, 

Wheeling,  West  Virginia,  and  Bank  One  West  Virginia,  Wheeling,  National  Association,  Wheeling,  West  Virginia, 
and  Bank  One  West  Virginia,  New  Martinsville,  National  Association,  New  Martinsville,  West  Virginia _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

Bank  One,  Steubenville,  N.A.,  Wheeling,  West  Virginia  (13914),  with .  $266,823,000 

and  Bank  One  West  Virginia,  Wheeling,  N.A.,  Wheeling,  West  Virginia  (1424),  with . .  205,377,000 

and  Bank  One  West  Virginia,  New  Martinsville,  N.A.,  New  Martinsville,  West  Virginia  (5266),  with .  44,483.000 

merged  January  1,  1996  under  charter  13914  and  title  “Bank  One  Wheeling-Steubenville,  National  Association.” 

The  merged  bank  at  date  of  merger  had . . 516.683,000 

*  *  ★ 
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UNITED  NATIONAL  BANK, 

Parkersburg,  West  Virginia,  and  United  National  Bank-South,  Beckley,  West  Virginia 

Names  of  institutions  and  type  of  transaction  Total  assets 

United  National  Bank,  Parkersburg,  West  Virginia  (1427),  with .  $1 ,588,000 

and  United  National  Bank-South,  Beckley,  West  Virginia  (16002),  with .  188,000,000 

merged  January  27,  1996  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  — 

★  ★  * 

FIRSTAR  BANK  WISCONSIN  RAPIDS,  NATIONAL  ASSOCIATION, 

Wisconsin  Rapids,  Wisconsin,  and  Firstar  Bank  Wausau,  National  Association,  Wausau,  Wisconsin 

Names  of  institutions  and  type  of  transaction  Total  assets 

Firstar  Bank  Wisconsin  Rapids,  N.A.,  Wisconsin  Rapids,  Wisconsin  (1998),  with .  $190,000,000 

and  Firstar  Bank  Wausau,  N.A.,  Wausau,  Wisconsin  (14958),  with .  175,000,000 

merged  February  26,  1996  under  charter  1998  and  title  “Firstar  Bank  Wausau,  National  Association.” 

The  merged  bank  at  date  of  merger  had . . 364,000,000 

•k  It  It 

Affiliated  Mergers  (thrift) 

NATIONSBANK,  NATIONAL  ASSOCIATION  (SOUTH), 

Atlanta,  Georgia,  and  Citizens  Federal  Bank,  F.S.B.,  Miami,  Florida 

Names  of  institutions  and  type  of  transaction  Total  assets 

NationsBank,  N.A.  (South),  Atlanta,  Georgia  (13068),  with .  $37,039,789,000 

and  Citizens  Federal  Bank,  F.S.B.,  Miami,  Florida,  with .  4,715,847,000 

merged  January  10,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  41 ,926,535,000 

k  k  k 

SOUTHTRUST  BANK  OF  GEORGIA,  NATIONAL  ASSOCIATION, 

Atlanta,  Georgia,  and  Bankers  First  Savings  Bank,  F.S.B.,  Augusta,  Georgia 

Names  of  institutions  and  type  of  transaction  Total  assets 

SouthTrust  Bank  of  Georgia,  N.A.,  Atlanta,  Georgia  (22520),  with .  $3,699,118,000 

and  Bankers  First  Savings  Bank,  F.S.B.,  Augusta,  Georgia,  with .  1,044,141,000 

merged  March  15,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  4,743,259,000 

★  ★  ★ 

REPUBLIC  NATIONAL  BANK  OF  NEW  YORK, 

New  York,  New  York,  and  Crossland  Federal  Savings  Bank,  Brooklyn,  New  York 

Names  of  institutions  and  type  of  transaction  Total  assets 

Republic  National  Bank  of  New  York,  New  York,  New  York  (15569),  with .  $32,500,000,000 

and  Crossland  Federal  Savings  Bank,  Brooklyn,  New  York,  with .  4,100,000,000 

merged  February  29,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  36,400,000,000 

k  k  k 
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Assets,  liabilities  and  capital  accounts  of  national  banks,  March  31,  1995  and  March  31,  1996 

(Dollar  amounts  in  millions) 


March  31, 

1995 

March  31, 

1996 

Change 

March  31,  1995- 
March  31,  1996 
fully  consolidated 

Consolidated 

Consolidated 

foreign  and 

foreign  and 

Amount 

Percent 

domestic 

domestic 

$112,453 

$117,937 

5,484 

4.88 

54,193 

50,479 

-3,714 

-6.85 

401,252 

386,740 

-14,511 

-3.62 

88,096 

95,655 

7,560 

8.58 

1,408,758 

1 ,540,049 

131,291 

9.32 

31,133 

31,377 

244 

0.78 

4 

4 

0 

-0.75 

1,377,622 

1,508,669 

131,047 

9.51 

34,073 

35,327 

1,254 

3.68 

4,995 

3,583 

-1,412 

-28.26 

213,598 

202,500 

-11,099 

-5.20 

2,286,282 

2,400,890 

114,608 

5.01 

297,623 

324,548 

26,925 

9.05 

1,026,202 

1,083,462 

57,260 

5.58 

1,323,825 

1,408,010 

84,185 

6.36 

281,056 

290,784 

9,727 

3.46 

1,604,882 

1,698,794 

93,912 

5.85 

191,237 

191,202 

-35 

-0.02 

6,328 

6,763 

435 

6.88 

132,506 

156,762 

24,256 

18.31 

26,616 

29,500 

2,884 

10.84 

146,643 

125,191 

-21,452 

-14  63 

2,108,212 

2,208,214 

100,001 

4.74 

3 

4 

1 

NM 

414 

490 

76 

18.31 

17,907 

18,708 

802 

4  48 

77,568 

84,597 

7,029 

906 

82,767 

89,528 

6,761 

8.17 

-590 

-651 

-61 

NM 

178,066 

192,673 

14,606 

8  20 

2,286,282 

2,400,890 

114,608 

501 

Assets 

Cash  and  balances  due  from  depository  institutions: 
Noninterest-bearing  balances  and  currency  and  coin 

Interest-bearing  balances . 

Securities  not  in  trading  account* . 


Federal  funds  sold  and  securities  purchased  under  agreements  to 
resell . 

Loans  and  leases  net  of  unearned  income . 

Less  allowance  for  loan  and  lease  losses . 

Less  allocated  transfer  risk  reserve  . 

Net  loans  and  leases . 


Premises  and  fixed  assets 
Other  real  estate  owned  . 
All  other  assets! . 


Total  assets 


Liabilities 

Deposits: 

Noninterest-bearing  deposits  in  domestic  offices 
Interest-bearing  deposits  in  domestic  offices  .  . 


Total  domestic  deposits 
Total  foreign  deposits  . 
Total  deposits . 


Federal  funds  purchased  and  securities  sold  under  agreements 

to  repurchase . 

Demand  notes  issued  to  U.S.  Treasury . 

Other  borrowed  money . 

Subordinated  notes  and  debentures . 

All  other  liabilities!  . 

Total  liabilities . 

Limited-life  preferred  stock . 

Equity  Capital 

Perpetual  preferred  stock . 

Common  stock  . 

Surplus  . 

Net  undivided  profits  and  capital  reserves . 

Cumulative  foreign  currency  translation  adjustments . 

Total  equity  capital %  . 

Total  liabilities,  limited-life  preferred  stock,  and  equity  capital 


^ginni)ntgrrTnani994Ul securities  classified  by  banks  as  “held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as 

"zn/aiiahip-for-sale”  are  valued  at  their  current  fair  value.  , 

t  Beg  inning  in  1994,  trading  account  assets,  which  are  included  in  all  other  assets,  are  reported  on  a  gross  basis,  and  trading  liabilities  are 

reDorted  separately  and  included  in  all  other  liabilities.  ...  ..  . 

^Subcomponents  of  equity  capital  do  not  add  to  the  reported  total  because  the  data  are  preliminary. 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  March  31,  1996 

(Dollar  amounts  in  millions) 


Consolidated 
foreign  and 
domestic 

Percent 

distribution 

Interest  income 

Interest  and  fee  income  on  loans . 

$33,872 

77.1 

Income  from  lease  financing  receivables  . 

763 

1.7 

Interest  income  on  balances  due  from  depository  institutions . 

847 

1.9 

Interest  and  dividend  income  on  securities  . 

6,227 

14.2 

Interest  income  from  assets  held  in  trading  accounts . 

845 

1.9 

Interest  income  from  federal  funds  sold  and  securities  purchase  agreements 

to  resell . 

1,371 

3.1 

Total  interest  income . 

43,926 

100.0 

Interest  expense: 

Interest  on  deposits  . 

14,882 

70.8 

Expense  of  federal  funds  purchased  and  securities  sold  under  agreements  to 

12.4 

repurchase . 

2,614 

Interest  on  demand  notes  issued  to  the  U.S.  Treasury  and  on  other  borrowed  money 

2,999 

14.3 

Interest  on  mortgage  indebtedness  and  obligations  under  capitalized  leases  .... 

23 

0.1 

Interest  on  notes  and  debentures  subordinated  to  deposits . 

512 

2.4 

Total  interest  expense  . 

21,031 

100.0 

Net  interest  income . 

22,895 

Provision  for  loan  and  lease  losses . 

2,050 

Provision  for  allocated  transfer  risk . 

0 

Noninterest  income: 

Service  charges  on  deposit  accounts . 

2,589 

19.2 

Other  noninterest  income . 

10,901 

80.8 

Total  noninterest  income . 

13,490 

100.0 

Gains  and  losses  on  securities  not  held  in  trading  accounts . 

277 

Noninterest  expense: 

Salaries  and  employee  benefits . 

9,285 

38.6 

Expenses  of  premises  and  fixed  assets  (net  of  rental  income)  . 

2,944 

12.2 

Other  noninterest  expense . 

1 1 ,820 

49.1 

Total  noninterest  expense  . 

24,050 

100.0 

Income  (loss)  before  income  taxes  and  extraordinary  items  and  other  adjustments  .  .  . 

10,562 

Applicable  income  taxes . 

3,909 

Income  before  extraordinary  items  and  other  adjustments . 

6,692 

Extraordinary  items  and  other  adjustments,  net  of  taxes . 

58 

Net  income* . 

6,750 

Total  cash  dividends  declaredf . 

4,893 

Recoveries  credited  to  allowance  for  possible  loan  losses  . 

808 

Losses  charged  to  allowance  for  possible  loan  losses  . 

3,014 

Net  loan  losses . 

2,207 

‘The  subcomponents  of  income  may  not  add  to  the  reported  total  because  the  data  are  preliminary 
fBanks  with  assets  of  less  than  $100  million  report  this  item  only  in  their  December  report  of  income. 
Note  Preliminary  year-to-date  data. 
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Loans  of  national  banks,  by  state,  March  31,  1996 
(Dollar  amounts  in  millions) 


Total 

loans, 

gross 

Domestic  offices 

Total 
loans  at 
foreign 
offices 

Loans 
secured 
by  real 
estate 

Loans  to 
farmers 

Commercial 

and 

industrial 

loans 

Loans 

to 

individuals 

Other 

loans 

All  national  banks 

$1,542,763 

$592,446 

$15,417 

$324,238 

$287,890 

$138,443 

$184,329 

Alabama . 

10,608 

5,902 

57 

2,709 

1,363 

577 

0 

Alaska . 

2,215 

1,058 

1 

628 

443 

80 

5 

Arizona  . 

29,541 

7,519 

228 

2,697 

16,778 

2,320 

0 

Arkansas  . 

8,107 

4,389 

261 

1,370 

1,913 

173 

0 

California  . 

165,193 

70,019 

2,174 

24,948 

10,485 

21,962 

35,604 

Colorado  . 

15,411 

6,478 

483 

2,724 

4,048 

1,677 

0 

Connecticut . 

13,777 

5,461 

2 

6,320 

760 

1,234 

0 

Delaware  . 

34,931 

582 

7 

155 

33,555 

27 

604 

District  of  Columbia  .... 

2,031 

1,165 

0 

335 

457 

73 

0 

Florida . 

63,741 

38,213 

233 

9,190 

12,023 

3,533 

549 

Georgia . 

60,484 

26,617 

222 

16,150 

12,609 

4,886 

0 

Hawaii . 

208 

135 

0 

63 

7 

2 

0 

Idaho  . 

3,922 

1,199 

239 

726 

1,552 

205 

0 

Illinois . 

59,831 

22,141 

812 

19,441 

9,341 

4,449 

3,646 

Indiana  . 

31,698 

14,294 

346 

6,570 

8,366 

2,121 

0 

Iowa . 

9,551 

3,626 

582 

2,062 

3,030 

250 

0 

Kansas  . 

8,830 

3,703 

923 

1,976 

1,962 

265 

0 

Kentucky  . 

16,549 

7,668 

138 

3,548 

3,788 

1,407 

0 

Louisiana . 

15,705 

6,674 

87 

3,609 

4,592 

743 

0 

Maine . 

922 

698 

5 

137 

70 

13 

0 

Maryland  . 

29,834 

18,060 

9 

5,356 

2,146 

3,720 

542 

Massachusetts  . 

51,421 

16,598 

5 

16,368 

5,493 

2,974 

9,984 

Michigan  . 

18,752 

9,581 

67 

4,467 

4,005 

632 

0 

Minnesota . 

30,834 

12,095 

664 

9,366 

4,860 

3,692 

158 

Mississippi . 

6,927 

3,457 

121 

1,447 

1,573 

329 

0 

Missouri . 

26,495 

12,391 

397 

7,661 

4,662 

1,385 

0 

Montana . 

2,479 

1,075 

179 

468 

708 

49 

0 

Nebraska . 

9,912 

2,835 

1,435 

1,890 

3,412 

340 

0 

Nevada  . 

13,804 

1,035 

9 

248 

12,420 

93 

0 

New  Hampshire . 

4,105 

1,302 

0 

100 

2,698 

5 

0 

New  Jersey . 

34,691 

17,972 

8 

11,354 

3,784 

1,387 

186 

New  Mexico . 

5,454 

3,112 

126 

825 

1,191 

200 

0 

New  York  . 

233,202 

47,016 

128 

18,957 

11,277 

27,299 

128,525 

North  Carolina . 

82,932 

30,141 

331 

25,051 

9,696 

15,647 

2,067 

North  Dakota . 

1,858 

655 

285 

501 

372 

45 

0 

Ohio . 

86,975 

32,680 

325 

20,465 

25,829 

7,492 

185 

Oklahoma . 

11,471 

5,312 

586 

3,103 

2,166 

305 

0 

Oregon  . 

13,676 

4,037 

227 

4,605 

2,729 

2,077 

0 

Pennsylvania  . 

85,241 

36,006 

145 

26,328 

10,039 

10,796 

1,928 

Rhode  Island  . 

9,089 

4,092 

0 

2,366 

461 

2,170 

0 

South  Carolina . 

8,038 

4,967 

32 

1,749 

1,036 

253 

0 

South  Dakota . 

17,580 

1,321 

458 

2,305 

13,398 

98 

0 

Tennessee  . 

30,333 

15,003 

146 

7,716 

5,521 

1,947 

0 

Texas  . 

91,377 

41,018 

1,739 

29,134 

13,830 

5,544 

112 

Utah . 

7,739 

3,735 

123 

1,483 

1,845 

553 

0 

Vermont . 

1,654 

1,109 

4 

321 

178 

43 

0 

Virginia  . 

20,164 

13,111 

100 

2,635 

3,589 

554 

174 

Washington . 

24,794 

9,869 

605 

6,630 

6,474 

1,177 

39 

West  Virginia  . 

8,456 

5,099 

12 

1,161 

1,961 

223 

0 

Wisconsin . 

16,885 

7,665 

246 

4,625 

2,932 

1 ,39/ 

21 

Wyoming  . 

3,335 

2,555 

102 

195 

464 

19 

0 

Note:  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,000 
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Deposits  of  national  banks,  by  state,  March  31,  1996 
(Dollar  amounts  in  millions) 


Total 
demand 
deposits  at 
domestic 
offices 

All 

NOW 

accounts 

Money 

market 

deposit 

accounts 

Large 

time 

deposits 

All  other 
deposits  at 
domestic 
offices 

Total 

deposits 

at 

foreign 

offices 

Total 

consolidated 

deposits 

All  national  banks 

$313,261 

$106,653 

$321,483 

$129,951 

$536,663 

$290,784 

$1,698,794 

Alabama . 

1,741 

426 

2,391 

1,392 

4,422 

317 

10,690 

Alaska . 

849 

274 

425 

260 

992 

0 

2,800 

Arizona  . 

5,822 

1,585 

5,741 

2,478 

8,369 

0 

23,996 

Arkansas  . 

2,044 

1,331 

2,033 

1,663 

5,289 

0 

12,360 

California  . 

38,883 

1 1 ,228 

32,928 

10,384 

39,915 

44,551 

177,889 

Colorado  . 

5,580 

2,634 

5,087 

982 

6,330 

74 

20,688 

Connecticut . 

4,008 

167 

4,219 

1,582 

4,255 

466 

14,696 

Delaware  . 

843 

81 

3,695 

5,475 

4,107 

497 

14,699 

District  of  Columbia . 

933 

538 

1,418 

369 

1,102 

0 

4,360 

Florida . 

15,720 

3,350 

20,567 

7,623 

28,609 

751 

76,621 

Georgia . 

12,175 

2,987 

15,944 

6,259 

25,318 

993 

63,676 

Hawaii . 

56 

30 

37 

44 

97 

0 

264 

Idaho  . 

664 

489 

504 

319 

1,821 

0 

3,796 

Illinois . 

13,807 

6,710 

9,375 

9,183 

26,265 

15,919 

81,260 

Indiana  . 

5,981 

3,281 

6,612 

2,554 

14,736 

354 

33,518 

Iowa . 

2,027 

1,503 

2,148 

846 

4,943 

0 

1 1 ,467 

Kansas  . 

1,892 

1,509 

2,982 

1,032 

6,096 

0 

13,511 

Kentucky  . 

3,209 

2,214 

2,103 

1,905 

7,443 

844 

17,718 

Louisiana . 

4,917 

2,192 

3,735 

3,006 

8,685 

215 

22,749 

Maine . 

148 

125 

69 

80 

644 

0 

1,065 

Maryland  . 

7,509 

1,508 

7,734 

1,671 

17,271 

756 

36,450 

Massachusetts . 

10,553 

3,118 

10,882 

3,145 

15,173 

10,863 

53,734 

Michigan  . 

3,898 

1,855 

2,507 

2,216 

12,545 

68 

23,089 

Minnesota . 

8,325 

2,979 

7,113 

1,595 

11,318 

1,585 

32,915 

Mississippi . 

1,872 

1,525 

1,450 

1,018 

3,654 

0 

9,519 

Missouri . 

7,139 

2,689 

9,157 

1,689 

11,995 

196 

32,866 

Montana . 

559 

371 

796 

153 

1,108 

0 

2,986 

Nebraska . 

2,192 

1,555 

2,045 

1,169 

6,874 

0 

13,835 

Nevada  . 

1,356 

629 

898 

513 

995 

0 

4,391 

New  Hampshire . 

132 

139 

428 

1,372 

1,299 

0 

3,370 

New  Jersey . 

10,876 

5,017 

7,934 

4,322 

20,122 

1,814 

50,086 

New  Mexico . 

1,584 

1,206 

1,357 

743 

3,340 

0 

8,231 

New  York  . 

24,765 

5,227 

28,156 

8,805 

27,617 

180,456 

275,026 

North  Carolina . 

15,204 

1,344 

17,457 

5,025 

20,627 

15,862 

75,519 

North  Dakota  . 

349 

485 

298 

183 

1,341 

0 

2,655 

Ohio . 

14,622 

5,950 

12,242 

5,128 

41,138 

2,046 

81,127 

Oklahoma . 

3,158 

1,871 

3,097 

2,512 

6,735 

67 

17,440 

Oregon  . 

3,402 

1,963 

3,340 

992 

3,843 

0 

13,540 

Pennsylvania  . 

18,810 

3,537 

19,283 

5,867 

35,253 

6,322 

89,072 

Rhode  Island  . 

1,248 

277 

2,203 

532 

3,007 

684 

7,950 

South  Carolina . 

1,887 

499 

3,414 

1,074 

4,191 

98 

11,164 

South  Dakota . 

1,012 

590 

1,327 

1,200 

3,392 

0 

7,521 

Tennessee  . 

6,274 

1,486 

9,521 

3,630 

13,655 

262 

34,828 

Texas  . 

27,613 

9,518 

27,162 

11,433 

34,474 

3,245 

113,445 

Utah . 

2,014 

1,097 

1,771 

478 

3,485 

207 

9,054 

Vermont . 

256 

233 

603 

96 

811 

0 

1,999 

Virginia  . 

3,920 

1,543 

5,810 

1,821 

1 1 ,005 

364 

24,463 

Washington . 

6,284 

2,916 

6,485 

1,613 

5,309 

462 

23,069 

West  Virginia 

1,295 

1,110 

1,164 

726 

6,005 

0 

10,300 

Wisconsin 

3,551 

1,407 

3,534 

1,601 

7,233 

442 

17,769 

Wyoming 

303 

352 

302 

193 

2,410 

0 

3,559 

Note  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,000. 
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Interest  income  of  national  banks,  by  state,  March  31,  1996 
(Dollar  amounts  in  millions) 


Interest 
and  fees 
on  loans 

Income 

from 

lease 

financing 

Interest  due 
from  other 
depository 
institutions 

Interest 

and 

dividends  on 
securities 

Interest 
from  trading 
account 
assets 

Interest 
from  federal 
funds 

transactions 

Total 

interest 

income 

All  national  banks 

$33,872 

$763 

$847 

$6,227 

$845 

$1,371 

$43,926 

Alabama . 

227 

6 

0 

56 

0 

8 

298 

Alaska . 

53 

0 

0 

23 

0 

0 

77 

Arizona  . 

858 

36 

0 

89 

2 

31 

1,016 

Arkansas  . 

181 

1 

1 

63 

0 

10 

256 

California  . 

3,231 

106 

122 

354 

160 

63 

4,037 

Colorado  . 

336 

5 

0 

99 

0 

12 

452 

Connecticut . 

289 

0 

0 

71 

0 

20 

380 

Delaware  . 

1,184 

0 

8 

36 

0 

5 

1,233 

District  of  Columbia . 

44 

0 

7 

23 

0 

17 

91 

Florida . 

1,368 

19 

10 

263 

0 

56 

1,716 

Georgia . 

1,256 

31 

5 

226 

1 

96 

1,615 

Hawaii . 

5 

0 

0 

1 

0 

0 

6 

Idaho  . 

83 

2 

0 

10 

1 

2 

99 

Illinois . 

1,251 

9 

134 

316 

85 

75 

1,870 

Indiana  . 

681 

19 

1 

117 

1 

27 

846 

Iowa . 

229 

1 

2 

67 

0 

11 

309 

Kansas  . 

208 

4 

1 

77 

0 

13 

303 

Kentucky  . 

344 

11 

0 

67 

0 

10 

433 

Louisiana . 

367 

1 

2 

136 

0 

11 

517 

Maine . 

21 

0 

0 

5 

0 

0 

26 

Maryland  . 

558 

52 

3 

147 

0 

23 

783 

Massachusetts . 

1,202 

33 

28 

168 

41 

25 

1,498 

Michigan  . 

413 

2 

7 

78 

0 

9 

509 

Minnesota . 

656 

19 

1 

115 

4 

88 

883 

Mississippi . 

153 

0 

0 

61 

0 

5 

220 

Missouri . 

549 

6 

3 

169 

2 

39 

767 

Montana . 

60 

0 

0 

10 

0 

2 

71 

Nebraska . 

228 

1 

0 

48 

0 

15 

292 

Nevada  . 

486 

1 

1 

15 

0 

15 

517 

New  Hampshire . 

158 

0 

0 

5 

0 

1 

163 

New  Jersey . 

752 

1 

5 

162 

19 

113 

1,053 

New  Mexico . 

128 

1 

1 

51 

1 

10 

191 

New  York  . 

5,353 

135 

397 

796 

394 

134 

7,208 

North  Carolina . 

1,593 

47 

24 

311 

105 

124 

2,203 

North  Dakota . 

43 

0 

0 

12 

0 

2 

57 

Ohio  . 

1,975 

75 

4 

290 

0 

64 

2,408 

Oklahoma . 

261 

1 

1 

103 

0 

10 

375 

Oregon  . 

Pennsylvania  . 

Rhode  Island  . 

275 

1,648 

173 

21 

43 

29 

O  h-  o 

26 

357 

24 

3 

2 

0 

9 

32 

8 

2,129 

234 

South  Carolina . 

171 

0 

0 

49 

0 

27 

247 

South  Dakota . 

Tennessee  . 

Texas  . 

Utah . 

Vermont . 

Virginia  . 

Washington . 

502 

632 

1,883 

170 

40 

429 

549 

0 

9 

10 

7 

0 

1 

6 

n 

2 

3 

12 

0 

0 

6 

0 

i 

26 

146 

626 

41 

8 

125 

21 

53 

0 

7 

6 

5 

0 

0 

5 

o 

5 

21 

68 

19 

0 

9 

2 

3 

535 

819 

2,604 

243 

48 

571 

584 

251 

West  Virginia  . 

194 

U 

68 

0 

21 

462 

Wisconsin . 

Wyoming  . 

Job 

65 

i  i 

0 

0 

19 

0 

1 

86 

Note1  rre  iminarv  vear-io-aaie  uaia.  muiuaic  e»niwu..i«  — - - - — - — 

The  subcomponents  of  Merest  income  do  not  add  to  the  reported  total  because  the  data  are  prelim, nary 
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Noninterest  income  of  national  banks,  by  state,  March  31,  1996 


(Dollar  amounts  in  millions) 


Service 
charges  on 
deposit 
accounts 

Gains 
(losses) 
on  fees  from 
assets  in 
trading 
accounts* 

Other 

noninterest 

income 

+ 

ordinary 

items 

Gains 
(losses) 
on  eissets 
not  in 
trading 
accounts 

Total 

noninterest 
income  and 
gains  (losses) 
on  assets  not 
in  trading 
accounts 

All  national  banks 

$2,589 

$839 

$10,121 

$277 

$13,825 

Alabama . 

16 

3 

39 

0 

59 

Alaska . 

5 

0 

9 

0 

14 

Arizona  . 

49 

5 

264 

9 

327 

Arkansas  . 

17 

1 

34 

0 

52 

California . 

378 

137 

892 

6 

1  413 

Colorado  . 

45 

0 

91 

0 

136 

Connecticut . 

26 

0 

103 

11 

141 

Delaware  . 

2 

0 

970 

0 

972 

District  of  Columbia . 

8 

0 

10 

-1 

18 

Florida . 

136 

0 

211 

14 

361 

Georgia . 

143 

2 

257 

19 

421 

Hawaii . 

0 

0 

0 

0 

1 

Idaho  . 

8 

0 

6 

0 

14 

Illinois . 

100 

55 

191 

8 

355 

Indiana  . 

45 

1 

97 

2 

144 

Iowa . 

16 

0 

60 

12 

88 

Kansas  . 

20 

2 

39 

0 

61 

Kentucky  . 

26 

0 

38 

0 

65 

Louisiana . 

44 

1 

62 

1 

108 

Maine . 

2 

0 

1 

0 

3 

Maryland  . 

58 

2 

84 

2 

146 

Massachusetts  . 

75 

23 

332 

18 

449 

Michigan  . 

33 

2 

88 

0 

123 

Minnesota . 

53 

-15 

242 

8 

288 

Mississippi . 

16 

1 

26 

0 

44 

Missouri . 

55 

10 

139 

1 

206 

Montana . 

5 

0 

7 

0 

12 

Nebraska . 

15 

0 

86 

0 

100 

Nevada  . 

11 

0 

448 

2 

462 

New  Hampshire . 

1 

0 

82 

0 

83 

New  Jersey . 

77 

6 

123 

4 

209 

New  Mexico . 

14 

0 

20 

3 

37 

New  York  . 

111 

453 

1,725 

109 

2,398 

North  Carolina . 

145 

81 

368 

6 

600 

North  Dakota  . 

3 

0 

4 

0 

8 

Ohio . 

124 

6 

500 

7 

637 

Oklahoma . 

32 

2 

47 

1 

82 

Oregon  . 

37 

2 

80 

1 

120 

Pennsylvania  . 

113 

6 

585 

5 

709 

Rhode  Island  . 

8 

0 

100 

0 

109 

South  Carolina . 

18 

0 

26 

0 

45 

South  Dakota  .  .  .  . 

6 

0 

579 

7 

592 

Tennessee 

61 

34 

193 

5 

293 

Texas  . 

278 

11 

520 

4 

812 

Utah  . 

20 

1 

64 

0 

85 

Vermont  . 

2 

0 

7 

0 

10 

Virginia  . 

31 

0 

58 

2 

90 

Washington . 

63 

5 

107 

1 

176 

West  Virginia  . 

10 

0 

24 

2 

36 

Wisconsin . 

25 

1 

75 

1 

102 

Wyoming 

2 

0 

4 

6 

13 

Note  Preliminary  year-to-date  data  Zeros  indicate  amounts  of  less  than  $500,000. 

'Prior  to  March  31  1996,  reported  separately  as  gains(losses)  on  foreign  exchange  transactions  plus  gains(losses)  on  fees  from  assets  in  trading 
accounts 
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Interest  expense  of  national  banks,  by  state,  March  31,  1996 
(Dollar  amounts  in  millions) 


Interest 

on 

deposits 

Expense  of 
federal 
fund 

transactions 

Interest  on 
Treasury 
demand  notes 
and 

other  borrowed 
money 

Interest 

on 

mortgage 

and 

capitalized 

leases 

Interest 

on 

subordinated 

notes 

and 

debentures 

Total 

interest 

expense 

All  national  banks 

$14,882 

$2,614 

$2,999 

$23 

$512 

$21,031 

Alabama . 

113 

26 

7 

0 

5 

152 

Alaska . 

19 

7 

0 

0 

0 

26 

Arizona  . 

171 

45 

133 

0 

8 

357 

Arkansas  . 

108 

6 

2 

0 

0 

116 

California  . 

1,421 

89 

188 

3 

76 

1,777 

Colorado  . 

139 

19 

6 

0 

2 

166 

Connecticut . 

118 

39 

30 

0 

3 

191 

Delaware  . 

196 

45 

276 

1 

14 

532 

District  of  Columbia . 

32 

8 

0 

0 

0 

40 

Florida . 

582 

97 

23 

1 

11 

715 

Georgia . 

545 

145 

77 

1 

26 

794 

Hawaii . 

2 

0 

0 

0 

0 

2 

Idaho  . 

36 

5 

7 

0 

1 

48 

Illinois . 

772 

124 

75 

6 

30 

1,007 

Indiana  . 

300 

59 

27 

0 

0 

386 

Iowa . 

102 

25 

16 

0 

2 

144 

Kansas  . 

129 

11 

2 

0 

0 

142 

Kentucky  . 

164 

33 

8 

0 

3 

207 

Louisiana . 

174 

28 

7 

0 

0 

209 

Maine . 

10 

1 

1 

0 

0 

12 

Maryland  . 

261 

37 

29 

0 

10 

337 

Massachusetts  . 

498 

68 

194 

0 

17 

777 

Michigan  . 

207 

9 

9 

0 

0 

225 

Minnesota . 

231 

102 

68 

1 

3 

404 

Mississippi . 

77 

18 

3 

0 

0 

98 

Missouri . 

272 

72 

33 

1 

1 

379 

Montana . 

24 

2 

0 

0 

1 

27 

Nebraska . 

128 

6 

1 

0 

4 

139 

Nevada  . 

26 

4 

164 

0 

3 

198 

New  Hampshire . 

39 

3 

9 

0 

0 

51 

New  Jersey . 

352 

49 

20 

1 

10 

431 

New  Mexico . 

65 

12 

3 

0 

0 

81 

New  York  . 

3,128 

117 

647 

2 

144 

4,038 

North  Carolina . 

628 

387 

212 

1 

33 

1,262 

North  Dakota . 

25 

1 

1 

0 

0 

26 

Ohio . 

710 

185 

167 

1 

32 

1,094 

Oklahoma . 

160 

17 

6 

0 

0 

183 

Oregon  . 

96 

16 

11 

0 

1 

124 

Pennsylvania  . 

707 

120 

190 

0 

24 

1,041 

Rhode  Island . 

72 

29 

1 1 

0 

3 

116 

South  Carolina . 

97 

24 

2 

0 

1 

123 

South  Dakota . 

74 

47 

110 

0 

7 

238 

Tennessee  . 

313 

59 

28 

0 

2 

403 

Texas  . 

836 

245 

122 

1 

22 

1,225 

Utah . 

71 

31 

8 

0 

0 

110 

Vermont . 

19 

2 

1 

0 

0 

21 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

Wyoming  . 

225 

147 

92 

157 

14 

37 

31 

13 

46 

10 

17 

24 

4 

21 

0 

0 

1 

0 

0 

0 

5 

7 

0 

3 

0 

284 

210 

109 

227 

25 

Note:  Preliminary  year-to-date  data.  Zeros  indicate  amounts  of  less  than  $500,000. 
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Noninterest  and  other  expenses  of  national  banks,  by  state,  March  31,  1996 

(Dollar  amounts  in  millions) 


Provision 
for  loan 
and 
lease 
losses 

Provision 

for 

allocated 

transfer 

risk 

Salaries 

and 

employee 

benefits 

Expenses  of 
premises 
and 
fixed 
assets 

Applicable 

income 

taxes 

Other 

noninterest 

expense 

Total 

noninterest 

and 

other 

expense 

All  national  banks 

$2,050 

$0 

$9,285 

$2,944 

$3,909 

$11,820 

$30,009 

Alabama . 

14 

0 

58 

14 

28 

43 

156 

Alaska . 

5 

0 

21 

7 

7 

11 

51 

Arizona  . 

228 

0 

161 

40 

101 

330 

860 

Arkansas  . 

6 

0 

52 

14 

23 

51 

146 

California  . 

-46 

0 

1,100 

377 

599 

878 

2,908 

Colorado  . 

15 

0 

97 

33 

47 

142 

334 

Connecticut . 

3 

0 

55 

23 

68 

98 

247 

Delaware  . 

372 

0 

244 

60 

100 

666 

1,442 

District  of  Columbia . 

5 

0 

12 

6 

10 

20 

54 

Florida . 

102 

0 

306 

111 

179 

360 

1,059 

Georgia . 

60 

0 

217 

83 

130 

530 

1,021 

Hawaii . 

0 

0 

2 

1 

0 

1 

4 

Idaho  . 

3 

0 

14 

4 

9 

21 

51 

Illinois . 

84 

0 

359 

111 

122 

304 

980 

Indiana  . 

24 

0 

136 

44 

88 

162 

452 

Iowa . 

36 

0 

63 

18 

22 

70 

209 

Kansas  . 

19 

0 

59 

15 

23 

68 

185 

Kentucky  . 

22 

0 

75 

24 

28 

78 

227 

Louisiana . 

1 

0 

120 

36 

53 

108 

317 

Maine . 

0 

0 

6 

2 

2 

4 

14 

Maryland  . 

0 

0 

172 

59 

-15 

401 

617 

Massachusetts  . 

37 

0 

308 

98 

169 

366 

978 

Michigan  . 

26 

0 

96 

27 

43 

138 

330 

Minnesota . 

19 

0 

196 

58 

97 

235 

605 

Mississippi . 

4 

0 

49 

13 

20 

36 

123 

Missouri . 

31 

0 

156 

41 

74 

151 

453 

Montana . 

4 

0 

14 

5 

6 

21 

49 

Nebraska . 

28 

0 

67 

22 

17 

88 

221 

Nevada  . 

173 

0 

49 

9 

90 

302 

622 

New  Hampshire . 

25 

0 

4 

1 

24 

104 

158 

New  Jersey . 

15 

0 

225 

83 

129 

174 

626 

New  Mexico . 

0 

0 

39 

13 

19 

42 

113 

New  York  . 

241 

0 

1,781 

540 

267 

2,268 

5,098 

North  Carolina . 

56 

0 

456 

156 

127 

484 

1,279 

North  Dakota  . 

2 

0 

13 

4 

4 

8 

30 

Ohio . 

119 

0 

431 

113 

214 

645 

1,522 

Oklahoma . 

12 

0 

82 

23 

21 

82 

220 

Oregon  . 

15 

0 

88 

28 

48 

69 

250 

Pennsylvania  . 

16 

0 

468 

186 

207 

513 

1,390 

Rhode  Island  . 

4 

0 

53 

10 

35 

71 

172 

South  Carolina . 

-7 

0 

44 

15 

24 

48 

124 

South  Dakota . 

124 

0 

64 

14 

101 

421 

725 

Tennessee  . 

22 

0 

217 

52 

90 

170 

550 

Texas  . 

65 

0 

594 

213 

242 

601 

1,715 

Utah . 

5 

0 

54 

9 

27 

75 

170 

Vermont  . 

2 

0 

10 

4 

4 

9 

29 

Virginia  . 

13 

0 

113 

36 

37 

78 

278 

Washington  . 

26 

0 

130 

44 

75 

137 

412 

West  Virginia  . 

9 

0 

41 

12 

25 

42 

129 

Wisconsin . 

9 

0 

107 

33 

32 

87 

268 

Wyoming 

1 

0 

8 

2 

19 

8 

38 

Note  Preliminary  year-to-date  data  Zeros  indicate  amounts  of  less  than  $500,000 
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Value  of  securities  not  in  trading  account  at  domestic  offices  of  national  banks,  by  state,  March  31,  1996 1 

(Dollar  amounts  in  millions) 


as. 

Treasury 

securities 

as. 

government 
issued  or 
guaranteed 
certificates  of 
participation 

Other  (J.S. 
government 
agency 
and 

corporation 

obligators 

Securities 
issued  by 
states  and 
political 
subdivisions 
in  the  CI.S. 

Other 

domestic 

debt 

securities 

Foreign 

debt 

securities 

Equity 

securities 

All  national  banks 

$87,806 

$99,602 

$97,115 

$30,868 

$30,737 

$3,099 

$10,107 

Alabama . 

367 

519 

2,114 

444 

49 

10 

61 

Alaska . 

615 

27 

325 

229 

220 

0 

15 

Arizona  . 

1,228 

2,595 

1,224 

107 

378 

1 

78 

Arkansas  . 

1,206 

529 

1,811 

669 

115 

0 

52 

California  . 

2,501 

5,945 

4,467 

572 

2,448 

17 

484 

Colorado  . 

903 

3,207 

1,056 

524 

258 

0 

67 

Connecticut . 

888 

2,266 

162 

25 

2 

5 

143 

Delaware  . 

913 

88 

718 

25 

808 

2 

54 

District  of  Columbia . 

221 

607 

321 

4 

255 

0 

18 

Florida . 

3,472 

5,667 

4,286 

748 

1,611 

38 

455 

Georgia . 

4,569 

3,062 

2,078 

1,076 

1,465 

410 

249 

Hawaii . 

30 

0 

16 

1 

0 

0 

2 

Idaho  . 

105 

188 

278 

39 

13 

0 

26 

Illinois . 

4,414 

3,043 

8,241 

3,160 

1,640 

10 

406 

Indiana  . 

811 

3,058 

1,669 

1,124 

475 

2 

163 

Iowa . 

743 

1,429 

733 

543 

91 

0 

116 

Kansas  . 

1,330 

1,076 

2,056 

571 

113 

2 

77 

Kentucky  . 

1,482 

772 

1,041 

801 

105 

0 

101 

Louisiana . 

3,107 

2,572 

2,012 

356 

209 

3 

138 

Maine . 

50 

127 

99 

14 

14 

0 

17 

Maryland  . 

1,690 

2,215 

927 

647 

2,943 

232 

178 

Massachusetts  . 

2,008 

2,332 

2,639 

314 

113 

96 

784 

Michigan  . 

1,112 

373 

2,766 

405 

409 

5 

126 

Minnesota . 

1,608 

3,020 

1,032 

838 

302 

5 

459 

Mississippi . 

980 

302 

1,807 

688 

104 

1 

31 

Missouri . 

3,565 

1,658 

4,098 

1,030 

1,078 

5 

124 

Montana . 

63 

353 

63 

52 

8 

0 

15 

Nebraska . 

1,338 

485 

831 

665 

34 

1 

86 

Nevada  . 

120 

341 

289 

6 

83 

0 

29 

New  Hampshire . 

83 

66 

43 

8 

9 

0 

14 

New  Jersey . 

4,138 

3,303 

1,668 

1,067 

154 

45 

237 

New  Mexico . 

519 

1,180 

1,037 

225 

81 

0 

34 

New  York  . 

4,289 

7,452 

4,081 

3,153 

3,926 

862 

2,279 

North  Carolina . 

9,917 

2,001 

2,746 

831 

162 

1,063 

161 

North  Dakota . 

137 

292 

180 

53 

56 

0 

27 

Ohio . 

2,525 

5,517 

6,421 

1,388 

1,830 

8 

382 

Oklahoma . 

2,055 

1,246 

2,536 

870 

138 

1 

142 

Oregon  . 

250 

638 

463 

243 

43 

0 

23 

Pennsylvania . 

2,403 

6,700 

8,300 

1,743 

3,348 

84 

670 

Rhode  Island . 

103 

971 

629 

15 

0 

4 

57 

South  Carolina . 

848 

833 

1,019 

201 

145 

1 

20 

South  Dakota . 

283 

546 

228 

129 

161 

0 

50 

Tennessee  . 

1,451 

2,046 

4,557 

900 

440 

3 

200 

Texas  . 

13,067 

13,546 

8,699 

1,924 

2,363 

174 

453 

Utah . 

195 

499 

1,346 

302 

48 

0 

214 

Vermont . 

137 

142 

189 

26 

12 

0 

20 

Virginia  . 

1,873 

2,575 

1,447 

424 

1,503 

1 

229 

Washington . 

202 

412 

279 

219 

22 

0 

101 

West  Virginia  . 

550 

607 

1,201 

490 

299 

0 

73 

Wisconsin . 

1,105 

1,080 

689 

910 

400 

8 

132 

Wyoming  . 

235 

97 

194 

75 

255 

0 

35 

‘Beginning  in  1994,  securities  classified  by  banks  as  held-to-maturity  are  valued  at  their  amortized  cost,  and  securities  classified  as 
available-for-sale  are  valued  at  their  current  fair  value. 

Note:  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,000 
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Off-balance-sheet  items,  by  state,  March  31,  1996 
(Dollar  amounts  in  millions) 


Unused 

commitments 

Letters 

of 

credit 

Securities 

lent 

Mortgages 
transferred 
to  FNMA  and 
FHLMC 
with  recourse 

Notional 
value  of 
swap 
contracts 

When-issued 
securities 
and  futures 
and 

forward 

contracts 

Written  and 
purchased 
options 
contracts 

All  national  banks 

$1,460,516 

$107,677 

$41,442 

$6,040 

$2,141,664 

$4,365,080 

$2,023,538 

Alabama . 

3,717 

448 

18 

0 

500 

452 

5 

Alaska . 

650 

15 

30 

0 

341 

85 

0 

Arizona  . 

101,593 

435 

543 

6 

7,309 

161 

2,011 

Arkansas  . 

1,868 

81 

0 

609 

0 

133 

0 

California  . 

88,842 

17,533 

1,978 

54 

463,509 

1,115,411 

160,967 

Colorado  . 

14,349 

415 

1,216 

0 

1,149 

268 

300 

Connecticut . 

8,814 

1,313 

0 

60 

6,837 

0 

437 

Delaware  . 

266,767 

3 

0 

0 

10,287 

275 

3,123 

District  of  Columbia . 

2,181 

42 

0 

0 

137 

2 

0 

Florida . 

34,442 

1,936 

76 

34 

4,368 

3,097 

8,583 

Georgia . 

58,906 

4,579 

0 

40 

13,522 

350 

3,059 

Hawaii . 

61 

3 

0 

0 

0 

0 

0 

Idaho  . 

1,206 

33 

0 

0 

291 

2,074 

980 

Illinois . 

65,229 

5,248 

12 

45 

225,173 

518,648 

181,139 

Indiana  . 

19,096 

1,164 

411 

5 

6,017 

1,056 

1,339 

Iowa . 

9,908 

215 

575 

0 

194 

62 

237 

Kansas  . 

3,730 

139 

4 

19 

51 

38 

0 

Kentucky  . 

3,610 

525 

5 

0 

2,229 

4 

165 

Louisiana . 

7,326 

367 

198 

0 

248 

58 

1,075 

Maine . 

187 

2 

0 

0 

30 

0 

35 

Maryland  . 

8,523 

1,314 

85 

138 

5,366 

736 

1,816 

Massachusetts  . 

30,021 

3,099 

272 

80 

23,388 

63,593 

13,649 

Michigan  . 

11,148 

560 

269 

153 

1,319 

36 

41 

Minnesota . 

17,990 

1,680 

675 

44 

6,291 

3,495 

3,465 

Mississippi . 

1,791 

126 

25 

0 

184 

246 

230 

Missouri . 

1 1 ,837 

1,166 

371 

0 

5,025 

2,256 

576 

Montana . 

1,352 

35 

68 

0 

0 

0 

0 

Nebraska . 

3,749 

126 

34 

0 

125 

2 

0 

Nevada  . 

80,596 

35 

0 

0 

12,565 

3 

10,711 

New  Hampshire . 

10,196 

2 

0 

0 

987 

0 

106 

New  Jersey . 

9,477 

1,164 

129 

15 

25,752 

4,475 

3,642 

New  Mexico . 

1,152 

64 

224 

3 

265 

1,581 

258 

New  York  . 

136,312 

35,647 

23,400 

2,840 

928,492 

2,246,943 

872,739 

North  Carolina . 

49,975 

6,391 

456 

26 

215,410 

329,312 

680,810 

North  Dakota . 

259 

25 

31 

0 

0 

77 

0 

Ohio . 

100,752 

3,795 

138 

46 

57,629 

5,608 

17,048 

Oklahoma . 

3,332 

339 

14 

17 

265 

62 

2 

Oregon  . 

11,677 

496 

0 

0 

660 

468 

338 

Pennsylvania  . 

53,420 

7,924 

5,577 

341 

33,838 

21,499 

14,536 

Rhode  Island  . 

4,124 

257 

0 

0 

20,674 

657 

28 

South  Carolina . 

2,684 

205 

0 

34 

138 

25 

40 

South  Dakota . 

124,140 

58 

204 

0 

12,438 

2,354 

1 1 ,394 

Tennessee  . 

12,528 

1,516 

131 

830 

2,358 

5,501 

752 

Texas  . 

42,457 

4,234 

3,971 

255 

23,627 

4,708 

21,492 

Utah . 

4,616 

241 

0 

1 

833 

3,744 

2,571 

Vermont . 

494 

37 

0 

0 

0 

7 

75 

Virginia  . 

5,925 

617 

0 

0 

1,080 

220 

656 

Washington . 

18,130 

1,189 

34 

0 

14,493 

24,830 

64 

West  Virginia  . 

1,592 

117 

5 

27 

580 

130 

247 

Wisconsin . 

7,584 

713 

252 

317 

5,692 

336 

2,799 

Wyoming  . 

199 

11 

10 

0 

0 

1 

0 

Swap,  futures  and  forward,  and  option  contracts  include  interest  rate,  foreign  exchange,  and  commodities  and  equities  contracts 
Note  Preliminary  end-of-quarter  data  Zeros  indicate  amounts  of  less  than  $500,000 
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Outstanding  balances,  credit  cards  and  related  plans,  by  state,  March  31,  1996 

(Dollar  amounts  in  thousands) 


Total 

number  of 
national  banks 

Credit  cards  and  other 
related  credit  plans 

Number  of 
national  banks 

Outstanding 

volume 

All  national  banks 

2,823 

$1,893 

$126,955,887 

Alabama . 

35 

21 

234,696 

Alaska . 

4 

3 

68,133 

Arizona  . 

14 

12 

13,956,571 

Arkansas  . 

75 

38 

225,065 

California  . 

115 

103 

2,108,216 

Colorado  . 

94 

82 

1,748,299 

Connecticut . 

9 

9 

40,996 

Delaware  . 

19 

19 

33,716,669 

District  of  Columbia . 

12 

10 

365,406 

Florida . 

106 

65 

4,305,324 

Georgia . 

69 

59 

5,731,439 

Hawaii . 

1 

1 

3,358 

Idaho  . 

4 

4 

127,072 

Illinois . 

244 

153 

2,283,454 

Indiana  . 

55 

51 

1,645,938 

Iowa . 

58 

40 

1,790,786 

Kansas  . 

123 

49 

613,507 

Kentucky  . 

69 

41 

271,998 

Louisiana . 

31 

21 

846,550 

Maine . 

6 

5 

10,893 

Maryland  . 

23 

19 

64,608 

Massachusetts  . 

22 

18 

668,051 

Michigan  . 

42 

33 

705,185 

Minnesota . 

126 

105 

1,321,278 

Mississippi . 

23 

13 

101,634 

Missouri . 

59 

41 

839,664 

Montana . 

21 

16 

156,510 

Nebraska . 

96 

53 

1,764,916 

Nevada  . 

6 

5 

12,138,121 

New  Hampshire . 

6 

4 

2,621,896 

New  Jersey . 

31 

28 

218,924 

New  Mexico . 

28 

21 

67,286 

New  York  . 

71 

52 

8,211,086 

North  Carolina . 

11 

10 

788,666 

North  Dakota . 

18 

15 

32,801 

121 

100 

8,204,938 

Oklahoma . 

120 

63 

141,507 

Oregon  . 

5 

5 

1,187,031 

Pennsylvania  . 

117 

83 

559,651 

Rhode  Island  . 

2 

2 

69,093 

South  Carolina . 

21 

21 

117,832 

South  Dakota . 

22 

15 

10,467,923 

Tennessee  . 

44 

29 

1,052,535 

Texas  . 

447 

204 

1,325,529 

8 

7 

238,725 

Vermont . 

11 

7 

63,468 

Virginia  . 

30 

19 

841,252 

Washington . 

22 

20 

2,282,002 

West  Virginia  . 

39 

19 

120,627 

Wisconsin . 

69 

65 

471,967 

Wyoming  . 

19 

15 

16,811 

Note:  Preliminary  end-of-quarter  data. 
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Consolidated  foreign  and  domestic  loans  and  leases  past  due  at  national  banks,  by  state,  March  31,  1996 

(Dollar  amounts  in  millions) 


Type  of  loan 

Number 

of 

banks 

All  real 
estate 

Commercial  and 
industrial* 

Persona  If 

Leases 

Other 
loans  f 

Total 

loans 

To  non-Cl.S. 
addresses 

All  national  banks 

2,823 

$9,912 

$4,020 

$9,071 

$335 

$658 

$23,996 

$825 

Alabama . 

35 

62 

19 

49 

1 

0 

131 

0 

Alaska . 

4 

20 

15 

11 

0 

1 

47 

0 

Arizona  . 

14 

78 

20 

663 

9 

10 

779 

0 

Arkansas  . 

75 

79 

29 

40 

0 

1 

149 

0 

California  . 

115 

1,247 

466 

201 

9 

52 

1,975 

63 

Colorado  . 

94 

90 

49 

59 

7 

12 

217 

0 

Connecticut . 

9 

135 

18 

31 

0 

2 

186 

0 

Delaware  . 

19 

6 

4 

1,111 

0 

2 

1,124 

0 

District  of  Columbia . 

12 

25 

5 

20 

0 

3 

53 

0 

Florida . 

106 

532 

58 

285 

1 

14 

890 

4 

Georgia . 

69 

411 

207 

232 

5 

12 

868 

0 

Hawaii . 

1 

4 

1 

0 

0 

0 

5 

0 

Idaho  . 

4 

17 

19 

27 

0 

9 

72 

0 

Illinois . 

244 

480 

248 

253 

3 

20 

1,005 

0 

Indiana  . 

55 

193 

88 

214 

9 

12 

516 

0 

Iowa . 

58 

41 

48 

118 

1 

12 

219 

0 

Kansas  . 

123 

73 

49 

52 

1 

6 

181 

0 

Kentucky  . 

69 

138 

36 

101 

15 

7 

296 

0 

Louisiana . 

31 

70 

48 

126 

2 

6 

252 

0 

Maine . 

6 

10 

3 

1 

0 

0 

15 

0 

Maryland  . 

23 

381 

119 

78 

34 

55 

666 

1 

Massachusetts  . 

22 

300 

165 

169 

2 

2 

639 

49 

Michigan  . 

42 

132 

60 

111 

1 

0 

304 

0 

Minnesota . 

126 

139 

135 

79 

6 

11 

370 

0 

Mississippi . 

23 

37 

22 

29 

0 

5 

93 

0 

Missouri . 

59 

177 

98 

88 

3 

10 

376 

0 

Montana . 

21 

12 

12 

15 

0 

5 

44 

0 

Nebraska . 

96 

63 

135 

117 

0 

14 

330 

0 

Nevada  . 

6 

12 

3 

443 

1 

0 

459 

0 

New  Hampshire . 

6 

35 

3 

84 

0 

0 

122 

0 

New  Jersey . 

31 

495 

201 

110 

0 

2 

808 

0 

New  Mexico . 

28 

49 

13 

27 

0 

4 

94 

0 

New  York  . 

71 

1,389 

292 

1,499 

164 

53 

3,398 

650 

North  Carolina . 

11 

259 

147 

148 

2 

35 

591 

0 

North  Dakota  . 

18 

14 

17 

7 

1 

15 

54 

0 

Ohio . 

121 

459 

189 

740 

22 

9 

1,420 

0 

Oklahoma . 

120 

98 

58 

41 

0 

11 

210 

0 

Oregon  . 

5 

34 

12 

46 

7 

3 

101 

0 

Pennsylvania  . 

117 

695 

225 

329 

8 

120 

1,378 

1 

Rhode  Island  . 

2 

77 

20 

27 

4 

1 

129 

0 

South  Carolina . 

21 

64 

10 

15 

0 

1 

90 

1 

South  Dakota . 

22 

21 

37 

523 

0 

13 

595 

0 

Tennessee  . 

44 

156 

46 

133 

2 

5 

341 

0 

Texas  . 

447 

580 

374 

277 

6 

45 

1,282 

54 

Utah . 

8 

40 

25 

33 

1 

5 

104 

0 

Vermont . 

11 

19 

7 

3 

0 

0 

30 

0 

Virginia  . 

30 

152 

19 

80 

0 

12 

263 

1 

Washington . 

22 

76 

17 

107 

3 

12 

215 

0 

West  Virginia  . 

39 

97 

26 

57 

0 

0 

179 

0 

Wisconsin . 

69 

132 

95 

50 

8 

24 

309 

0 

Wyoming  . 

19 

7 

8 

7 

0 

2 

24 

0 

•For  banks  with  assets  of  less  than  $300  million,  this  category  captures  commercial  (time  and  demand)  and  all  other  loans. 
|For  banks  with  assets  of  less  than  $300  million,  this  category  captures  installment  loans  and  credit  cards  and  related  plans. 


TDoes  not  include  banks  with  assets  of  less  than  $300  million. 
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Percent  of  loans  past  due,  by  asset  size  of  national  banks,  March  31,  1996* 


Less 

than 

$100M 

$100M 

to 

$1B 

$1B 

to 

$10B 

Greater 

than 

$10B 

All 

national 

banks 

Real  estate 

June  1995  . 

1.45 

1.20 

1.30 

1.68 

1.49 

September  1995  . 

1.51 

1.26 

1.34 

1.70 

1.53 

December  1995  . 

1.62 

1.38 

1.43 

1.76 

1.61 

March  1996  . 

1.76 

1.46 

1.58 

1.65 

1.60 

Commercial  and  industrial! 

June  1995  . 

3.31 

1.91 

1.06 

0.74 

0.94 

September  1995  . 

3.24 

1.97 

1.12 

0.60 

0.85 

December  1995  . 

3.18 

1.71 

0.95 

0.70 

0.86 

March  1996  . 

4.22 

2.22 

1.19 

0.71 

0.97 

Personal! 

June  1995  . 

2.13 

1.93 

2.42 

2.75 

2.51 

September  1995  . 

2.48 

2.12 

2.93 

2.84 

2.78 

December  1995  . 

2.63 

2.53 

3.11 

3.06 

3.02 

March  1996  . 

2.48 

2.48 

2.92 

2.90 

2.85 

Leases 

June  1995  . 

1.03 

0.57 

0.55 

0.47 

0.49 

September  1995  . 

1.30 

0.58 

0.68 

0.62 

0.63 

December  1995  . 

1.30 

1.06 

0.87 

0.88 

0.89 

March  1996  . 

1.85 

1.19 

0.77 

0.79 

0.80 

Other  loans 

June  1995  . 

N/M 

0.44 

0.77 

0.32 

0.38 

September  1995  . 

N/M 

0.40 

0.62 

0.23 

0.28 

December  1995  . 

N/M 

0.50 

0.67 

0.27 

0.33 

March  1996  . 

N/M 

0.78 

1.25 

0.31 

0.44 

Total  loans 

June  1995  . 

1.71 

1.44 

1.54 

1.36 

1.43 

September  1995  . 

1.78 

1.53 

1.77 

1.31 

1.47 

December  1995  . 

1.87 

1.64 

1.87 

1.41 

1.57 

March  1996  . 

2.12 

1.78 

1.90 

1.34 

1.56 

‘Past  due  loans  in  each  category  are  stated  as  a  percentage  of  loans  outstanding  of  that  type. 

fFor  banks  with  assets  of  less  than  $300  million,  this  category  captures  commercial(time  and  demand)  and  all  other  loans. 
TFor  banks  with  assets  of  less  than  $300  million,  this  category  captures  installment  loans  and  credit  cards  and  related  plans. 
Note:  Preliminary  end-of-quarter  data. 

N/M=Not  meaningful. 
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Reducing  National  Bank  Fees  and  Assessments.  As 
part  of  the  effort  to  reduce  regulatory  burden,  the  OCC 
revised  its  fee  assessment  structure  in  1995,  reducing 
cost  to  national  banks  by  more  than  $36  million.  As¬ 
sessments  were  reduced  across  the  board,  and  trust 
examination  and  corporate  application  fees  were  re¬ 
duced  on  average  by  50  percent.  Securities  filing  fees 
were  abolished. 

Community  Reinvestment  Act  (CRA)  Reform.  In  1995, 
the  OCC,  along  with  the  other  federal  financial  institu¬ 
tions  regulators,  finalized  revisions  to  the  regulations 
implementing  the  Community  Reinvestment  Act  (CRA). 
Beginning  in  July  1 993,  the  agencies  undertook  a  com¬ 
prehensive  reform  of  the  standards  for  evaluating  CRA 
compliance  to  focus  more  on  bank  performance  and 
less  on  process.  The  new  rule,  completed  in  April  1995, 
replaces  the  1 2  CRA  assessment  factors  of  the  old  rule 
with  three  tests  for  measuring  bank  performance:  lend¬ 
ing,  service,  and  investment.  The  regulation  was  en¬ 
dorsed  by  the  U.  S.  General  Accounting  Office,  by 
banker  associations,  and  by  community  groups  as  an 
equitable  and  effective  culmination  of  intensive  inter¬ 
agency  and  external  discussions. 

The  revised  regulation  becomes  effective  in  stages 
between  July  1995  and  July  1997.  It  distinguishes 
between  large  and  small  banks,  recognizes  the  special 
situations  of  wholesale  and  limited-purpose  banks,  and 


provides  the  flexibility  needed  for  all  banks  to  develop 
a  CRA  strategic  plan.  In  the  fall  of  1995,  the  OCC  and 
the  other  agencies  completed  examination  procedures 
for  reviewing  bank  performance  under  the  new  CRA 
rule. 

Consumer  Questions  and  Complaints.  After  a  senior 
management  review  of  the  existing  process  for  han¬ 
dling  consumer  complaints,  the  OCC  established  a 
new  centralized  Customer  Assistance  Unit  in  the  Wash¬ 
ington  headquarters  in  September  1995.  Consumers 
can  now  call  a  toll-free  number,  and  a  consumer  affairs 
technician  will  deal  directly  with  their  questions  or  com¬ 
plaints.  A  new  computerized  tracking  system  will  help 
the  OCC  analyze  consumer  complaint  activity  and 
track  resolution  of  complaints. 

The  progress  that  the  agency  made  in  1 995  is  laudable. 
Through  high  quality  performance  of  the  basic  busi¬ 
ness  of  bank  examination,  and  by  launching  or  com¬ 
pleting  initiatives  such  as  the  community  bank 
supervision  program,  supervision  by  risk,  regulatory 
review,  and  CRA  implementation,  we  have  met  the 
challenges  of  the  past  year.  We  now  direct  our  efforts 
to  meeting  the  OCC’s  goals  for  1996. 

Eugene  A.  Ludwig 
Comptroller  of  the  Currency 
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Bureau  Profile 


Background 

The  Office  of  the  Comptroller  of  the  Currency  (OCC) 
was  established  in  1 863  as  a  bureau  of  the  Department 
of  the  Treasury.  The  OCC  is  headed  by  the  Comptroller, 
who  is  appointed  by  the  President,  with  the  advice  and 
consent  of  the  Senate,  for  a  five-year  term.  The  OCC  is 
headquartered  in  Washington,  DC.  At  the  end  of  1995, 
the  OCC  had  3,616  employees  nationwide. 

The  Comptroller  is  responsible  for  regulating  and  su¬ 
pervising  the  national  banking  system.  As  indicated  in 
the  table  below,  at  the  end  of  1995  there  were  2,861 
federally  chartered  national  banks  representing  about 
29  percent  of  the  9,943  commercial  banks  in  the  United 
States.  The  national  banking  system  had  approximately 
$2.4  trillion  in  assets,  accounting  for  about  56  percent 
of  the  commercial  banking  system  assets.  The  OCC 
also  supervises  the  federally  licensed  branches  and 
agencies  of  foreign  banks. 

Table  1  —  National  Banking  Industry  Trends 
National  Bank  Characteristics  1993  1994  1995 

Number  of  national  banks  3,319  3,078  2,861 

National  bank  assets  $2,102  $2,258  $2,403 

($  Billions) 

Organizational  Structure 

The  Comptroller  receives  advice  on  policy  and  opera¬ 
tional  issues  from  an  Executive  Committee  consisting 
of  the  Chief  Counsel  and  five  Senior  Deputy  Comp¬ 
trollers  representing  Economic  Analysis  and  Public  Af¬ 
fairs,  Bank  Supervision  Policy,  Capital  Markets, 
Administration,  and  Bank  Supervision  Operations.  Fig¬ 
ure  1  displays  the  first  level  of  organizational  structure 
within  the  OCC. 

The  Senior  Deputy  Comptroller  for  Economic  Analysis 
and  Public  Affairs  advises  the  Comptroller  on  external 
relations  with  the  media,  the  banking  industry,  Con¬ 
gress,  consumer  and  community  development  groups, 
other  government  agencies,  and  the  public.  The  senior 
deputy  also  oversees  the  agency  s  economic  research, 
risk  analysis,  data  analysis  and  evaluation  programs. 
In  addition,  the  senior  deputy  provides  policy  advice  on 
issues  relating  to  community  development. 

The  Senior  Deputy  Comptroller  for  Bank  Supervision 
Policy  formulates,  implements,  and  monitors  examina¬ 


tion  policies  and  procedures,  conducts  analyses  of 
international  banking  issues,  and  supervises  federal 
branches  and  agencies  of  foreign  banks.  In  addition, 
this  area  is  responsible  for  overseeing  the  management 
of  OCC’s  Information  Resources  Management  Depart¬ 
ment  and  the  Training  and  Performance  Development 
Division. 

The  Senior  Deputy  Comptroller  for  Capital  Markets 
oversees  the  formulation  and  implementation  of  super¬ 
visory  policies  relating  to  the  risks  associated  with 
banks’  financial  derivatives  and  emerging  markets  ac¬ 
tivities.  Capital  Markets  staff  formulates  and  helps  im¬ 
plement  supervisory  policy  through  formal  and  informal 
guidance  and  policy  statements.  In  addition,  the  Senior 
Deputy  Comptroller  for  Capital  Markets  has  been  des¬ 
ignated  by  the  Comptroller  to  administer  the  OCC’s 
Equal  Employment,  Diversity,  and  Minority  and  Urban 
Affairs  programs. 

The  Ombudsman’s  Office  reviews  supervisory  process 
appeals.  With  the  consent  of  the  Comptroller,  the  Om¬ 
budsman  has  the  discretion  to  supersede  any  agency 
decision  or  action  during  the  resolution  of  an  appeal- 
able  matter.  The  Ombudsman  functions  independently, 
totally  outside  of  the  bank  supervision  and  examination 
area,  and  reports  directly  to  the  Comptroller. 

The  Senior  Deputy  Comptroller  for  Bank  Supervision 
Operations  administers  the  OCC’s  direct  supervision  of 
all  national  banks.  Supervision  activities  are  carried  out 
by  six  district  offices  (see  Figure  2  for  geographic 
districts),  Multinational  Banking,  Compliance  Manage¬ 
ment,  and  Special  Supervision.  Bank  Supervision  Op¬ 
erations  is  also  responsible  for  directing  the  exam¬ 
ination,  supervision,  and  analysis  of  multinational  and 
large  regional  banks,  including  their  international  bank¬ 
ing  activities.  In  addition,  this  area  is  responsible  for 
formulating,  implementing,  and  monitoring  compliance 
and  enforcement  policies  and  procedures;  supervising 
national  banks  with  problem  conditions;  and  coordinat¬ 
ing  bank  closings. 

The  Senior  Deputy  Comptroller  for  Administration  is 
responsible  for  the  efficient  and  effective  administrative 
functioning  of  the  OCC.  The  Senior  Policy  Advisor  and 
the  Senior  Advisor  to  the  Comptroller  oversee  a  variety 
of  supervisory  projects,  drawing  upon  staff  and  exper¬ 
tise  from  throughout  the  OCC.  The  Chief  Counsel  ad¬ 
vises  the  Comptroller  on  legal  matters  arising  from  the 
administration  of  laws,  regulations,  and  rulings  govern¬ 
ing  national  banks.  The  Chief  Counsel  is  also  respon¬ 
sible  for  formulating,  implementing,  and  monitoring 
corporate  policies  and  procedures  and  reviewing  and 
approving  national  bank  applications  (e  g.,  new  char¬ 
ters,  conversions,  mergers,  and  relocations). 
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Figure  1  -  Organization  Structure 


Figure  2  -  Geographic  Districts 
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The  OCC  Mission 

The  OCC’s  primary  mission  is  to  ensure  a  safe  and 
sound  national  banking  financial  system  that  preserves 
public  confidence,  complies  with  laws  and  regulation, 
and  promotes  the  efficient  provision  of  competitive 
financial  services. 

The  OCC  regulates  national  banks  by  exercising  its 
power  to: 

•  Examine  national  banks. 


A  formal  plan  for  accomplishing  the  OCC’s  mission  is 
set  out  in  the  OCC’s  Priority  Objectives,  which  provide 
specific  operating  goals  each  year.  The  1995  objec¬ 
tives  emphasized  continued  support  of  the  economy 
through  effective  supervision  and  regulation;  ensuring 
the  availability  of  bank  credit  and  other  banking  serv¬ 
ices;  and  preserving  and  enhancing  the  OCC’s  status 
as  a  strong  and  effective  financial  regulatory  agency. 

Overview  of  Funding  Sources  and  Uses 


•  Take  supervisory  action,  as  appropriate,  in¬ 
cluding  the  imposition  of  informal  or  formal 
corrective  documents,  assessment  of  civil 
money  penalties  (CMPs)  on  banks  and  insti¬ 
tution-affiliated  parties  (IAP)  and  removal  of 
officials,  directors  and  other  lAPs,  for  viola¬ 
tions  of  laws  or  regulations,  formal  agree¬ 
ments,  agency  orders,  or  conditions  imposed 
in  writing  in  connection  with  an  application  or 
request,  unsafe  or  unsound  practices,  and 
breaches  of  fiduciary  duty. 

•  Approve  or  deny  applications  for  new  char¬ 
ters,  mergers,  corporate  reorganizations, 
changes  in  control,  branches,  capital,  or 
other  changes  in  the  banking  structure. 

•  Issue  and  ensure  compliance  with  rules  and 
regulations  concerning  bank  lending  prac¬ 
tices,  banking  operations,  and  corporate 
structure. 


The  financial  statements  which  follow  summarize  the 
OCC’s  December  31 ,  1995  financial  position  including 
the  costs  of  its  operations  and  all  significant  sources 
and  uses  of  resources  during  1995  and  1994.  The 
OCC’s  revenue  was  $372.9  million  in  1995  and  $393.9 
million  in  1994.  Expenses  totaled  $372.3  million  and 
$391.3  million  respectively,  resulting  in  a  $0.6  million 
surplus  in  1995  and  a  $2.6  million  surplus  in  1994. 

The  OCC  does  not  receive  annual  appropriations  from 
Congress.  It  operates  similarly  to  a  “trust  fund.”  The 
OCC’s  operations  are  primarily  funded  by  assessments 
on  national  banks  for  the  supervision  it  provides.  In  the 
financial  statements  the  OCC’s  revenues  are  catego¬ 
rized  in  accordance  with  federal  accounting  guidelines 
as  “revenues  from  goods  sold/services  provided  to  the 
public.”  These  revenues  are  generated  from  semian¬ 
nual  assessments  on  all  federally  chartered  national 
banks  (94.3  percent),  fees  for  corporate  applications 
(1.4  percent),  and  examinations  (0.8  percent).  In 
addition,  revenue  is  collected  from  the  sale  of  publi¬ 
cations. 


Figure  3  -  OCC  Total  Revenues  and  Expenses 
($  in  millions) 
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Figure  4  *  Components  of  OCC’s  1995  Revenues 

($  in  millions) 


Figure  5  -  Components  of  OCC’s  1995  Expenditures 

($  in  millions) 
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The  OCC  also  receives  other  revenue  categorized  as 
“investment  income,”  which  is  primarily  generated  from 
the  interest  earned  from  the  investment  of  its  operating 
funds  in  U.S.  Treasury  securities. 

Funding  Uses 

The  OCC  is  a  personnel-intensive  organization.  In 
1995,  $270.1  million  or  72.5  percent  of  total  expendi¬ 
tures  was  incurred  for  “personnel  compensation  and 
benefits.”  These  expenses  supported  3,656  full-time 
equivalents  (FTEs)  in  1995,  with  the  majority  of  FTEs 
devoted  to  supervising  banks.  During  1995,  some  po¬ 
sitions  were  not  staffed  and  as  a  result,  the  OCC  had 
fewer  employees  than  the  approved  level  of  FTEs. 

OCC’s  remaining  expenditures  are  primarily  composed 
of  “travel  and  transportation”  to  examine  national 
banks,  and  “rent,  communications  and  utilities”  ex¬ 
penses  needed  to  support  the  nationwide  system  of 
examiner  offices.  The  remaining  1 1 .6  percent  of  expen¬ 
ditures  include  costs  for  office  equipment,  software, 
contractual  services,  training  and  conferences,  repairs 
and  maintenance,  supplies  and  materials,  depreciation 
of  assets,  and  printing  and  reproduction. 

Limitations  of  the  Financial  Statements 

The  OCC's  financial  statements  have  been  prepared  to 
report  the  financial  position  and  results  of  its  operations, 
pursuant  to  the  requirements  of  the  Chief  Financial 
Officers  Act  of  1990  The  statements  have  been  pre¬ 
pared  from  the  books  and  records  of  the  OCC  in 
accordance  with  the  format  prescribed  by  the  Depart¬ 


ment  of  Treasury,  in  conjunction  with  the  Office  of 
Management  and  Budget  and  with  generally  accepted 
accounting  principles.  These  statements  differ  in  for¬ 
mat  from  the  internal  financial  reports  used  by  the  OCC 
to  monitor  and  control  its  budgetary  resources. 

Program  Highlights  and  Performance 

Bank  Supervision 

Overall,  national  banks  continue  to  show  improving 
trends.  This  improving  trend  is  also  evident  in  the 
composite  capital,  asset  quality,  management,  earn¬ 
ings,  and  liquidity  (CAMEL)  ratings  for  examinations 
conducted  in  1995.  Banks  are  rated  on  a  scale  of  1  to 
5,  with  1  denoting  the  banks  with  the  least  supervisory 
concern.  Ratings  must  be  either  reconfirmed  or 
changed  at  the  conclusion  of  each  examination.  In 
1995,  376  banks  received  CAMEL  upgrades  and  87 
were  downgraded  (see  Figure  7).  The  number  of  banks 
rated  4  or  5  was  33  at  year-end  1995,  compared  to  55 
at  year-end  1994.  Only  one  national  bank  was  closed 
by  the  OCC  in  1995.  The  examination  cycle  distribution 
also  reflects  a  stable  national  banking  system  and 
higher  composite  ratings.  Banks  scheduled  for  exami¬ 
nation  on  a  18-month  cycle  outnumber  those  sched¬ 
uled  for  a  12-month  cycle  by  54  percent  to  46  percent. 
According  to  the  definition  contained  in  the  Riegle 
Community  Development  and  Regulatory  Improve¬ 
ment  Act  of  1994,  banks  scheduled  for  a  18-month 
examination  cycle  must  be:  either  1 -rated  with  assets 
less  than  S250MM  or  2-rated  with  assets  less  than 
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$100MM,  provided  that  the  banks  are  well  capitalized, 
well  managed,  have  not  had  a  change  in  control  in  the 
past  1 2  months,  and  are  not  subject  to  a  formal  enforce¬ 
ment  action. 

The  number  of  examinations  completed  shows  a 
steady  decline  since  1993  because  of  the  implementa¬ 
tion  of  the  18-month  examination  cycle  and  the  reduc¬ 
tion  in  the  number  of  national  banks.  A  total  of  10,601 
examinations  were  completed  in  1995,  compared  to 
1 1 ,91 0  in  1 994,  and  1 2, 1 95  in  1 993.  Figure  6  indicates 
the  numbers  of  examinations  by  type  completed  in 
1995. 

National  banks  are  subject  by  law  to  examination  cycle 
requirements.  Examination  cycle  requirements  are  met 
if  the  starting  date  of  an  examination  is  within  1 2  months 
or  18  months  (depending  on  each  bank’s  examination 
cycle)  from  the  closing  date  of  the  previous  examina¬ 
tion.  For  1 995,  examinations  were  past  due  in  9  percent 
of  the  national  banks. 


Table  2  —  Timeliness  of  Examinations 
Scheduling  Status  Percent  of  Banks 

Started  on  schedule  91% 

Started  after  the  scheduled  date  9% 


On  average,  a  safety  and  soundness  examination  takes 
62  workdays  to  complete  in  a  1-  or  2-rated  bank  and 
82  workdays  in  a  3-,  4-,  or  5-rated  institution.  Compli¬ 
ance  examinations,  which  may  include  CRA  and  Fair 
Lending,  average  about  42  days  to  complete  in  trouble- 
free  banks.  Fiduciary  examinations  in  trouble-free 
banks  average  26  days,  while  EDP  examinations  take 
eight  days  to  complete.  Figure  6  shows  the  number  of 

Figure  6  -  OCC’s  1995  Examinations 
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Figure  7  -  1995  Change  in  Composite  Ratings 
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examinations  conducted  during  the  year,  by  type  of 
examination. 

National  Bank  Condition 

Problem  banks  (banks  rated  4  or  5)  represent  about  2 
percent  of  the  national  bank  population.  After  reaching 
a  high  of  373  at  the  end  of  1990,  the  number  of  problem 
national  banks  declined  significantly  to  33  as  of  De¬ 
cember  31,  1995.  The  decline  is  a  direct  result  of  the 
improvement  in  the  condition  of  the  banking  system 
due  in  large  measure  to  current  favorable  economic 
conditions.  Approximately  67  percent  of  the  problem 
banks  have  less  than  $100  million  in  assets,  and  52 
percent  have  less  than  $50  million  in  assets.  Only  one 
small  national  bank  ($9MM)  failed  in  1995,  the  smallest 
number  of  failures  since  1981,  when  two  national  banks 
failed. 

Enforcement 


In  addition  to  examinations,  the  OCC  uses  a  number  of 

. includes  CRA  and  Fair  Lending  exams  that  are  a  part  of  compliance  exams  other  tools  to  Carry  Out  its  supervisory  responsibilities . 

“Other  targeted  exams,  e  g.,  credit  review,  liquidity  analysis,  etc. 
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These  tools  range  from  advice  and  moral  suasion  to 
specific  types  of  informal  and  formal  enforcement  ac¬ 
tions.  In  1995,  the  OCC  completed  198  enforcement 
actions  against  both  banks  and  individuals.  At  year-end 
1 995,  the  OCC  had  either  an  informal  or  formal  enforce¬ 
ment  action  outstanding  against  approximately  12  per¬ 
cent  of  the  institutions  it  supervises  (including  national 
banks  and  federal  branches  and  agencies).  Enforce¬ 
ment  actions  were  initiated  to  correct  safety  and  sound¬ 
ness  or  compliance  weaknesses  identified  in  these 
institutions.  The  actions  were  considered  necessary  to 
secure  or  memorialize  in  writing  management  and 
board  commitments  to  effect  specific  remedial  meas¬ 
ures  addressing  OCC’s  concerns.  Figure  8  provides 
1993  through  1995  totals  for  some  of  the  primary  en¬ 
forcement  actions  that  the  OCC  put  in  place  to  help 
supervise  problem  banks. 

Enforcement  actions  initiated  in  1995  reflect  the  overall 
improvement  in  the  banking  system.  Formal  actions 
initiated  through  December  31 ,  1995  are  down  by  more 
than  half  from  1994  (551  in  1994  compared  to  171  in 
1995).  Completed  actions  show  similar  reductions. 

Informal  enforcement  actions  include  commitment  let¬ 
ters  and  memoranda  of  understanding.  Generally, 
these  actions  are  used  to  provide  bank  management 
with  direction  and  guidance  in  addressing  weaknesses 
in  management  or  procedures  before  those  weak¬ 
nesses  result  in  more  serious  problems.  While  informal 
documents  are  only  enforceable  through  the  supervi¬ 
sory  process,  failure  to  correct  practices  identified 
through  informal  actions  will  provide  the  OCC  with 
strong  evidence  of  the  need  to  take  formal  action. 


The  OCC  uses  formal  enforcement  actions  to  secure 
commitments  in  a  legally  binding  form  when  serious 
compliance  problems  or  significant  safety  and  sound¬ 
ness  problems  pose  a  threat  to  a  bank's  condition.  The 
most  common  formal  enforcement  actions  include  for¬ 
mal  written  agreements  and  cease  and  desist  orders 
(whether  issued  by  consent  or  through  litigation).  For¬ 
mal  agreements  are  documents  signed  by  a  national 
bank’s  board  of  directors  and  the  OCC  in  which  certain 
corrective  and  remedial  measures  are  specified  as 
necessary  to  return  the  bank  to  a  safe  and  sound 
condition.  Cease  and  desist  orders  are  virtually  identi¬ 
cal  in  form  and  legal  effect  to  formal  agreements,  but 
may  be  legally  enforced  through  action  in  district  court. 
The  OCC  may  also  impose  civil  money  penalties 
(CMPs)  upon  banks  for  failing  to  comply  with  laws  or 
regulations,  formal  agreements,  cease  and  desist  or¬ 
ders,  or  conditions  imposed  in  writing  in  connection 
with  an  application  or  request,  or  for  engaging  in  certain 
unsafe  or  unsound  practices.  Flowever,  in  most  cases, 
the  OCC  will  impose  CMPs  on  the  individuals  respon¬ 
sible  for  the  violation  or  unsafe  or  unsound  practice 
rather  than  on  the  institution. 

When  appropriate,  the  OCC  takes  informal  and  formal 
actions  against  individuals  as  well  as  institutions  — 
officers,  directors,  or  other  institution-affiliated  parties. 
The  primary  informal  enforcement  tools  that  the  OCC 
uses  with  respect  to  individuals  are  letters  of  reprimand 
and  supervisory  letters.  A  letter  of  reprimand  is  a 
strongly  worded  document  used  in  cases  that  warrant 
a  CMP  but  in  which  the  OCC  has  chosen  not  to  pursue 
the  action,  because,  for  example,  the  assessment  of  a 
small  CMP  would  consume  excessive  agency  re- 


Figure  8  -  Traditional  Enforcement  Actions  Completed  Against  Banks 
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sources  or  the  individual  has  recognized  the  supervi¬ 
sory  problem  and  taken  steps  to  correct  it.  Supervisory 
letters  are  used  in  cases  in  which  a  CMP  is  not  war¬ 
ranted  but  the  OCC  nonetheless  wants  to  call  attention 
to  a  supervisory  problem.  The  OCC  sent  1 1  letters  of 
reprimand  and  44  supervisory  letters  in  1995. 

Formal  actions  against  individuals  include  CMPs,  re¬ 
movals,  prohibitions,  and  personal  cease  and  desist 
orders.  CMPs  are  authorized  for  violations  of  laws, 
regulations,  rules,  and  noncompliance  with  formal  writ¬ 
ten  agreements,  final  orders,  conditions  imposed  in 
writing,  and  under  certain  circumstances,  unsafe  or 
unsound  banking  practices  or  breaches  of  fiduciary 
duty.  Figure  9  provides  the  number  of  final  CMPs  levied 
or  collected  during  the  past  three  years. 

In  addition,  the  OCC  is  sometimes  compelled  to  take 
action  to  remove  an  individual  from  his  or  her  current 
position  and  prohibit  that  person  from  further  involve¬ 
ment  in  the  banking  industry.  Figure  10  shows  that  the 
number  of  removals  declined  significantly  (more  than 
71  percent)  during  1995. 

Cease  and  desist  orders  against  individuals  address 
such  issues  as  requiring  restitution  to  the  bank  or 
prohibiting  or  restricting  activities  in  the  banking  indus¬ 
try.  Figure  1 1  shows  the  number  of  personal  cease  and 
desist  orders  completed  during  the  past  three  years. 

Licensing 

National  banks  must,  by  law  or  regulation,  seek  OCC 
approval  for  certain  classes  of  corporate  changes. 
These  changes  include  new  bank  charters,  charter 
conversions,  corporate  reorganizations,  mergers, 
branch  and  automated  teller  machine  openings,  bank 


Figure  10  -  Removal  Orders 
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relocations,  capital  and  subordinated  debt  issuances, 
and  bank  acquisitions.  Most  licensing  requests  are 
reviewed  and  decided  by  licensing  units  located  in  the 
six  district  offices  and  in  Multinational  Banking  in  Wash¬ 
ington,  DC.  Complex  issues  are  forwarded  to  Bank 
Organization  and  Structure  (BOS)  in  Washington,  DC, 
for  analysis  and  decision  by  senior  management. 

The  number  of  applications  filed  with  the  OCC  in¬ 
creased  by  32  percent  in  calendar  year  1995  from 
3,020  in  1994  to  3,982.  (See  Table  3.)  Applications  for 
branches  made  up  the  bulk  of  this  increase,  from  928 
in  1994  to  1,808  in  1995.  Banks  filing  ATM  applications 
may  include  more  than  one  location  per  application. 
Although  the  number  of  filings  did  not  significantly 
increase,  the  total  number  of  ATM  locations  doubled  in 
the  past  two  years,  increasing  from  1,957  in  1993,  to 
2,706  in  1994,  and  to  4,1 16  in  1995. 


Figure  9  -  Civil  Money  Penalties 


Figure  1 1  -  Cease  and  Desist  Orders  Against 
IndividualBankers 
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Table  3  -  Corporate  Licensing  Activity  in  1995 


Applications  Received 

District  Decisions 

Washington  Decisions 

Total 

1994 

1995 

Approved 

Denied 

Approved 

Denied 

ATMs* 

990 

1,013 

1,001 

0 

5 

0 

1,006 

Branches 

928 

1,808 

1,566 

1 

46 

0 

1,613 

Capital 

140 

121 

139 

0 

1 

0 

140 

Change  in  control 

15 

15 

12 

0 

4 

0 

16 

Charters 

35 

56 

38 

0 

6 

0 

44 

Conversions! 

21 

49 

32 

0 

18 

1 

51 

Federal  branches 

1 

0 

1 

0 

0 

0 

1 

Fiduciary  powers 

18 

37 

26 

0 

9 

0 

35 

Mergers 

191 

152 

143 

0 

5 

0 

148 

Relocations 

248 

309 

240 

0 

49 

0 

289 

Reorganizations 

239 

223 

187 

0 

48 

0 

235 

Stock  appraisals 

4 

3 

0 

0 

2 

0 

2 

Subsidiaries 

190 

196 

158 

0 

21 

0 

179 

Total 

3,020 

3,982 

3,543 

1 

214 

1 

3,759 

ATM  =  Automated  teller  machine 

Note:  Approved  includes  conditional  approvals.  Mergers  includes  failure  transactions. 

‘An  ATM  application  can  include  more  than  one  ATM  location.  In  1994,  the  applications  included  2,706  locations.  In  1995,  the  applications  included  4,116  locations. 
■(•Conversions  are  conversions  to  the  national  charter. 


New  charter  applications  increased  60  percent  in  1 995, 
rising  to  56  from  35  in  the  previous  year.  OCC  received 
26  charter  applications  from  independent  groups  dur¬ 
ing  1995.  Of  these,  24  were  for  full  service  banks,  and 
two  were  for  credit  card  banks.  The  other  30  charter 
applications  received  were  sponsored  by  existing  bank 
holding  companies.  Of  this  group,  19  were  for  full 
service  banks,  eight  were  for  trust  banks,  and  three 
were  for  credit  card  banks. 

Most  of  the  applications  were  approved  with  conditions 
requiring  that  the  applicant  complete  certain  actions, 
usually  only  procedural  steps,  before  consummation  of 
the  transaction.  In  addition,  some  approvals  were  sub¬ 
ject  to  special  conditions,  such  as  improvement  in  the 
applicant's  Community  Reinvestment  Act  perform¬ 
ance,  or  implementation  of  operating  procedures  and 
maintenance  of  those  procedures  after  the  transaction 
is  consummated.  In  1994,  63  of  the  applications  ap¬ 
proved  in  Washington  and  26  of  the  decisions  ap¬ 
proved  in  the  districts  were  subject  to  special 
conditions.  In  1995,  24  of  the  applications  approved  in 
Washington  and  39  of  the  applications  approved  in  the 
districts  were  subject  to  special  conditions. 

Processing  Timeliness 

One  measure  of  processing  timeliness  is  the  percent¬ 
age  of  applications  processed  within  target  time 
frames.  To  ensure  applications  are  processed  in  a 
timely  manner,  Bank  Organization  and  Structure  meas¬ 
ures  processing  time  using  target  time  frames  to  estab¬ 
lish  performance  benchmarks  for  routine  applications. 
Process  timeliness  varies  with  the  volume  and  com¬ 
plexity  of  requests  These,  in  turn,  vary  with  economic 


conditions  and  changes  in  banking  law.  Staff  turnover 
also  affects  timeliness.  Table  4  shows  the  time  frame  for 
the  applications  processed  in  district  offices  and  Mul¬ 
tinational  Banking.  The  OCC  generally  meets  target 
time  frames  for  routine  applications.  Deviations  from 
these  targets  are  primarily  the  result  of  application 
complexity.  In  1994,  the  districts  and  Multinational 
Banking  met  target  time  frames  on  84.8  percent  of  the 
applications  they  decided.  In  1995,  their  performance 
improved,  meeting  the  target  time  frames  on  89.9  per¬ 
cent  of  the  cases  they  decided. 

Changes  to  12  CFR  5  proposed  in  November  1994 
would  establish  an  expedited  process  for  eligible  na¬ 
tional  banks.  To  be  eligible  for  expedited  processing,  a 
bank  would  have  to  be  in  satisfactory  condition  and 
have  satisfactory  or  better  performance  under  the 
Community  Reinvestment  Act  of  1977.  The  proposal 
would  also  substitute  after-the-fact  notices  for  applica¬ 
tions  requiring  prior  OCC  approval  for  low-risk  activities 
such  as  routine  activities  conducted  in  operating  sub¬ 
sidiaries.  The  proposal  would  eliminate  the  application 
requirement  for  shared  ATMs. 

Change  In  Bank  Control  Act 

The  Change  in  Bank  Control  Act  of  1978  (CBCA)  re¬ 
quires  parties  who  wish  to  acquire  control  of  a  national 
bank  through  purchase,  assignment,  transfer,  pledge, 
or  other  disposition  of  voting  stock  to  notify  the  OCC  in 
writing  60  days  prior  to  the  proposed  acquisition. 

Any  party  acquiring  25  percent  or  more  of  a  class  of 
voting  securities  of  a  national  bank  must  file  a  change 
in  bank  control  notice.  In  addition,  if  any  party  acquires 
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Table  4  -  OCC  District  and  Multinational  Licensing  Actions  and  Timeliness,  J 994-95 


Application  Type 

Target 
time 
frame 
in  days 

1994 

1995 

Annual  change  (%) 

Number 

of 

actions 

Within  target 

Within  target 

Within  target 

Number 

% 

Number 

of 

actions 

Number 

% 

Number 

of 

actions 

Number 

%* 

ATMs 

21 

1,042 

997 

95.7 

1,001 

936 

93.5 

-41 

-61 

-2.2 

Branches 

45 

901 

833 

92.5 

1,567 

1,472 

93.9 

666 

639 

1.5 

Capital/sub  debt 

30 

135 

116 

85.9 

139 

113 

81.3 

4 

-3 

-4.6 

Change  in  controls 

60 

11 

5 

45.5 

12 

9 

75.0 

1 

4 

29.5 

Charters 

t 

22 

16 

72.7 

38 

21 

55.3 

16 

5 

-17.5 

Conversions 

90 

11 

10 

90.9 

32 

29 

90.6 

21 

19 

-0.3 

Federal  branch  &  agencies 

120 

0 

0 

NA 

1 

1 

100.0 

1 

1 

100.0 

Fiduciary  powers 

30 

18 

10 

55.6 

26 

15 

57.7 

8 

5 

2.1 

Mergers 

60 

163 

88 

54.0 

143 

107 

74.8 

-20 

19 

20.8 

Relocations 

45 

222 

201 

90.5 

240 

229 

95.4 

18 

28 

4.9 

Reorganizations 

45 

190 

69 

36.3 

187 

113 

60.4 

-3 

44 

24.1 

Subsidiaries 

30 

143 

80 

55.9 

158 

140 

88.6 

15 

60 

32.7 

Total 

NA 

2,858 

2,425 

84.8 

3,544 

3,185 

89.9 

686 

760 

5.0 

*This  column  contains  the  percentage  improvement  in  (or  deterioration  in)  the  percent  of  actions  processed  within  targeted  time  frames,  compared  to  1994. 
tThe  target  for  independent  charter  applications  is  120  days.  The  target  for  applications  sponsored  by  a  bank  holding  company  is  90  days. 

ATM  =  Automated  teller  machine. 

NA  =  Not  applicable. 

Note:  Most  decisions  (94  percent  in  1995)  are  decided  in  the  district  offices  and  Multinational  Banking  under  delegated  authority.  Decisions  include  approvals,  condi¬ 
tional  approvals,  and  denials. 


Table  5 

-  Change  in  Bank  Control  Act* 

1988-1995 

Acted 

Not 

Year 

On 

Disapproved 

Disapproved  Withdrawn 

1995 

16 

16 

0 

0 

1994 

16 

15 

1 

0 

1993 

30 

21 

5 

4 

1992 

29 

21 

4 

4 

1991 

15 

6 

6 

3 

1990 

42 

32 

5 

5 

1989 

55 

48 

3 

4 

1988 

42 

34 

4 

4 

*Notices  processed,  with  disposition 


1 0  percent  or  more  (but  less  than  25  percent),  that  party 
must  file  a  change  in  bank  control  notice  under  certain 
conditions.  The  acquiring  party  must  also  publish  an 
announcement  of  the  proposed  change  in  bank  control 
to  allow  for  public  comment. 

The  CBCA  gives  the  OCC  the  authority  to  disapprove 
changes  in  control  of  national  banks.  The  OCC's  objec¬ 
tive  in  its  administration  of  the  CBCA  is  to  enhance  and 
maintain  public  confidence  in  the  national  banking 
system  by  preventing  identifiable,  serious,  adverse  ef¬ 
fects  resulting  from  anticompetitive  combinations  or 
inadequate  financial  support  and  unsuitable  manage¬ 
ment  in  national  banks.  The  OCC  will  review  each 
notice  to  acquire  control  of  a  national  bank  and  will 
disapprove  transactions  that  would  have  serious  harm¬ 


ful  effects.  If  the  notice  is  disapproved,  the  disapproval 
letter  will  contain  a  statement  of  the  basis  for  disap¬ 
proval.  The  OCC’s  actions  for  1995  are  reflected  in 
Table  5. 

Community  Reinvestment  Act 

The  Office  of  the  Comptroller  of  the  Currency  is  required 
by  the  Community  Reinvestment  Act  (CRA)  12  USC 
2901,  et  seq.,  to  assess  a  national  bank’s  record  of 
helping  to  meet  the  credit  needs  of  its  entire  community, 
including  low-  and  moderate-income  neighborhoods, 
consistent  with  safe  and  sound  operation  and  to  take 
the  bank’s  record  into  account  in  its  evaluation  of  an 
application  for  a  deposit  facility.  A  written  performance 
evaluation  describing  the  bank’s  activities,  which  in¬ 
cludes  the  rating,  is  prepared  at  the  conclusion  of  each 
CRA  examination  and  is  made  available  to  the  general 
public. 

In  1995,  the  OCC  along  with  the  other  federal  financial 
institution  regulators,  finalized  revisions  to  the  regula¬ 
tions  which  implement  the  CRA.  The  agencies  under¬ 
took  a  comprehensive  effort  to  reform  the  standards  for 
evaluating  compliance  to  focus  more  on  performance 
and  less  on  process,  which  concluded  a  two-year 
process  initiated  by  President  Clinton.  The  revised 
regulation  becomes  effective  in  stages  between  July 
1995  and  July  1997.  The  new  CRA  rule  distinguishes 
between  large  and  small  banks,  recognizes  wholesale 
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and  limited  purpose  banks  and  provides  the  flexibility 
for  all  banks  to  develop  a  CRA  strategic  plan. 

A  bank's  CRA  performance  will  continue  to  be  rated 
"outstanding  record  of  meeting  community  credit 
needs,"  “satisfactory  record  of  meeting  community 
credit  needs,”  “needs  to  improve  record  of  meeting 
community  credit  needs,"  or  “substantial  noncompli¬ 
ance  in  meeting  community  credit  needs."  In  1995,  the 
OCC  conducted  CRA  examinations  in  roughly  one-third 
of  all  national  banks.  Fewer  than  3  percent  of  all  national 
banks  have  CRA  ratings  less  than  satisfactory.  The 
OCC  also  considers  CRA  performance  when  it  evalu¬ 
ates  corporate  applications.  The  OCC  conditionally 
approved  eight  applications  on  issues  related  to  CRA 
performance. 

Consumer  Complaints 

The  Federal  Trade  Commission  Act  of  1975  (15  USC 
41,  et  seq.)  requires  the  OCC  to  receive  and  take 
appropriate  action  on  complaints  directed  against  na¬ 
tional  banks  and  to  report  these  activities  annually  to 
Congress. 

To  improve  the  process  for  handling  consumer  com¬ 
plaints,  OCC  senior  management  undertook  a  compre¬ 
hensive  review  of  agency  procedures  in  1995.  As  a 
result,  the  OCC  has  centralized  its  consumer  complaint 
process  in  Washington,  under  the  Customer  Assis¬ 
tance  Unit. 

The  centralized  Customer  Assistance  Unit  was  estab¬ 
lished  in  September  1995.  Atoll-free  telephone  number 


(1-800-613-6743)  became  operational  on  September 
5,  1995.  Consumers  calling  the  toll-free  number  speak 
directly  to  a  consumer  affairs  technician  and  have  their 
questions  answered  or  at  the  time  of  the  initial  inquiry 
learn  how  to  properly  file  a  complaint.  The  OCC  also 
created  a  new  database-tracking  system.  The  tracking 
system  will  allow  the  OCC  to  analyze  consumer  com¬ 
plaint  activity  and  track  resolutions. 

These  changes  represent  major  departures  from  the 
way  the  OCC  has  traditionally  processed  consumer 
complaints.  When  fully  implemented,  this  structure  will 
offer  more  rapid  and  effective  complaint  processing 
and  result  in  better  informed  consumers. 

During  1995,  the  OCC  received  15,745  written  con¬ 
sumer  complaints  plus  an  additional  21 ,970  telephone 
complaints  for  a  total  of  37,715.  Consumers  making 
complaints  by  telephone  were  advised  to  either  submit 
a  written  request  to  the  OCC  or  were  referred  to  another 
appropriate  regulatory  agency.  By  January  31,  1996, 
13,776  or  87  percent  of  the  written  complaints  received 
during  1995  had  been  resolved.  The  remaining  com¬ 
plaints  were  in  process.  The  average  resolution  time  in 
1995  was  29  days. 

The  largest  number  of  complaints  involved  loans.  This 
type  of  complaint  accounted  for  48  percent  of  the  total 
complaints  received  and  resolved  by  January  31 , 1 996. 
Credit  cards  were  involved  in  60  percent  of  these 
lending  complaints.  Complaints  involving  deposits 
were  the  next  largest  category,  with  25  percent  of  the 
total  resolved  complaints.  No  other  category  of  com¬ 
plaints  equaled  or  exceeded  5  percent  of  the  total. 


Table  6  -  Consumer  Complaints,  1995 


Written 

Written 

Telephone 

Total 

Received 

Resolved 

ART* 

Received 

Received 

Northeastern 

4,535 

4,037 

26 

3,705 

8,240 

Southeastern 

1,827 

1,450 

23 

2,909 

4,736 

Central 

2,523 

2,464 

20 

2,941 

5,464 

Midwestern 

1,654 

1,455 

24 

1,088 

2,742 

Southwestern 

1,001 

983 

22 

1,858 

2,859 

Western 

3,057 

2,923 

19 

5,774 

8,831 

Paralegal 

832 

733 

159 

2,214 

3,046 

Compliance 

316 

31 8f 

3 

1,481 

1 ,797 

Total 

15,745 

14,3634 

29 

21,970 

37,715 

* Average  Resolution  Time  (ART)  for  the  specified  one-year  period 

tMore  complaints  were  resolved  than  received  in  1995  because  the  number  of  written  resolutions  includes  complaints  that  were  received  in  the  previous  year 
t includes  cases  received  during  1994.  which  were  resolved  in  1995 

For  comparison,  the  total  year-to-date  through  December  31,  1994  is  shown  below: 


Written 

Written 

Telephone 

Total 

Received 

Resolved 

ART* 

Received 

Received 

15,972 

* 

15,182 

29 

22,810 

38,782 
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In  addition,  the  OCC  received  14  complaints  alleging 
violations  of  the  Fair  Housing  Act.  In  accordance  with 
the  OCC’s  memorandum  of  understanding  with  Hous¬ 
ing  and  Urban  Development  (HUD),  these  complaints 
were  referred  to  HUD  for  administrative  processing 
and,  if  appropriate,  investigation. 

Financial  Highlights  and  Performance 

Revenue 

The  OCC’s  1 995  revenue  decreased  by  $21  million  and 
was  approximately  5.3  percent  less  than  1994.  This 
decrease  in  revenue  primarily  resulted  from  a  reduction 
in  assessment  fees. 

Assessment  revenue  decreased  by  $15.0  million  or  4.1 
percent  as  a  result  of  a  reduction  in  national  bank 
assessment  fees.  Semiannual  assessment  fees  were 
reduced  for  all  banks  by  6  percent. 

Examination  fees  are  hourly  charges  for  examinations 
that  are  not  included  in  the  bank’s  assessment,  primar¬ 
ily  fiduciary  examinations.  The  income  decreased  by 
$2.9  million  or  49.7  percent  resulting  from  a  change  in 


the  method  used  by  the  OCC  for  calculating  the  hourly 
fee.  The  calculation  of  the  hourly  fee  was  modified  to 
include  only  the  direct  costs  rather  than  both  direct  and 
indirect. 

Corporate  fees  decreased  by  $4.1  million  or  44.4  per¬ 
cent,  primarily  as  a  result  of  the  reduction  in  the  OCC’s 
corporate  fee  schedule.  Corporate  fees  were  revised  to 
recover  fees  based  on  an  estimate  of  the  time  it  takes 
the  OCC  to  process  the  "typical”  (noncomplex)  appli¬ 
cation.  Previously  all  costs  associated  with  the  OCC’s 
corporate  activities  were  added  into  the  fee  calculation, 
including  the  costs  of  processing  complex  and  prece¬ 
dent-setting  applications,  which  take  considerably 
more  time  to  process.  This  new  method  has  signifi¬ 
cantly  lowered  corporate  fees  for  all  applicants. 

Investment  revenue,  which  is  the  primary  component 
of  the  entry  “investment  income,”  increased  by  approxi¬ 
mately  $2.5  million  or  28.5  percent  in  1995.  This  in¬ 
crease  resulted  from  higher  interest  yields  earned  on 
the  OCC's  portfolio  of  U.S.  Treasury  securities. 

Other  revenue  showed  a  decrease  of  $1.5  million  or 
43.3  percent.  This  is  a  result  of  eliminating  the  fees 
required  for  securities-related  filings  including  offering 
circulars  and  documents  filed  pursuant  to  12  CFR  11, 
12  CFR  16,  and  12  CFR  5.  The  decrease  is  also  due  to 


Figure  12  -  1995  Revenue  Changes  from  1994 
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Figure  13  -  1995  Expense  Changes  from  1994 
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Printing 
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Total  Expenses 


-40% 
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Percentage  change  in  expense  (94  vs  95) 


the  loss  of  sublease  income  from  OCC’s  headquarters 
facility. 

Budget  Performance  —  Revenue 

Total  revenue  was  under  budget  by  $9.4  million  or  2.5 
percent  in  1995.  The  revenue  shortfall  resulted  from  a 
decrease  in  the  number  of  national  banks  due  to  merg¬ 
ers  and  consolidations  in  excess  of  the  number  fore¬ 
cast.  Revenue  was  adversely  affected  because  of 
OCC’s  regressive  assessment  schedule  (e.g.,  a  large 
bank  resulting  from  the  merger  of  two  smaller  banks 


paid  a  lower  assessment  per  dollar  of  assets  than  the 
combined  assessment  of  the  two  smaller  banks).  In¬ 
vestment  income  fell  short  of  1994  earnings  because 
less  revenue  was  available  for  investing. 

Expenses 

Total  expenses  in  1995  decreased  by  $19  million  or  4.9 
percent.  The  primary  causes  of  this  decrease  were 
decreases  in  personnel  compensation  and  benefits 
and  in  travel  and  transportation  costs.  These  reduc¬ 
tions  resulted  from  decreasing  the  examination  staff. 


Table  7  -  1995  Summary  of  Revenue  Budget  Performance 


($  in 

Millions) 

1995 

1995 

$ 

Percent 

Revenue  Category 

Actual 

Budget 

Variance 

Variance 

Revenues  from  goods  sold/services 

provided  to  the  public: 

Assessment  revenue 

$351.8 

$358.9 

$-7.1 

-2.0 

Corporate  fees 

5.1 

4.3 

+0.8 

+  18.6 

Examination  fees 

2.9 

4.2 

-1.3 

-31.0 

Other  revenue 

1.9 

1.7 

+0.2 

+  11.8 

Investment  revenue 

11.2 

13.2 

-2.0 

-15.2 

Total  revenue 

$372.9 

$382.3 

$-9.4 

-2.5 
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Over  the  past  several  years,  the  structure  of  the  national 
banking  system  has  changed  dramatically.  In  re¬ 
sponse,  the  OCC  reduced  the  size  of  its  examination 
workforce  and  redeployed  examiners  to  locations 
where  they  were  needed.  Nonetheless,  the  average 
experience  level  for  OCC  examiners  is  now  1 1  years, 
the  highest  average  level  in  12  years. 

Personnel  Compensation  and  Benefits  decreased  by 
$21.2  million  or  7.3  percent.  The  decrease  primarily 
resulted  from  reducing  the  examination  staff. 

Rent,  Communication,  and  Utilities  increased  by 
$649,259  or  2.2  percent  as  a  result  of  inflationary  cost 
increases  in  office  leases. 

Travel  and  Transportation  decreased  by  $651,789  or 
2.2  percent  because  of  the  decrease  in  examination 
staff  and  correspondingly  reduced  travel. 

Office  Equipment/Software  and  Remodeling  Expenses 
decreased  by  $3.4  million  or  20.2  percent  because  the 
required  purchases  were  fewer  than  budgeted. 

Contractual  Services  increased  by  $4.0  million  or  65 
percent,  resulting  from  expansion  of  the  second  floor  of 
the  headquarters  building  for  OCC  offices  and  additional 
contractual  services  used  throughout  the  agency. 

Supplies  and  Materials  increased  by  $1.1  million  or 

33.4  percent  over  1994  levels. 

Repairs  and  Maintenance  decreased  by  10.6  percent 
or  $381,067  as  a  result  of  OCC’s  depot  maintenance 
program  for  microcomputers. 

Depreciation  and  Amortization  decreased  by  0.5  per¬ 
cent  or  $30,770. 

Printing  and  Reproduction  increased  by  $149,600  or 

10.5  percent  primarily  as  a  result  of  many  revisions  to 
OCC’s  publications  and  manuals  in  1995. 


Training,  Conference,  and  Other  increased  by  22.0 
percent  or  $810,493.  Some  of  the  increase  was  due  to 
training  required  for  OCC’s  “Managing  Diversity"  initia¬ 
tive.  Conference  expenses  increased  as  a  result  of  the 
Dallas  Management  Conference,  which  was  held  to 
facilitate  efforts  for  improving  OCC’s  supervisory  man¬ 
agement  process.  The  additional  costs  were  associ¬ 
ated  with  a  series  of  “Meet  the  Comptroller”  meetings, 
a  special  outreach  program  initiated  during  1995. 

Budget  Performance  —  Expenses 

Table  8  provides  a  summary  of  the  OCC’s  budget 
performance  for  expenses.  In  1995,  the  OCC’s  expen¬ 
ditures  were  $7.3  million,  or  1 .9  percent  under  budget. 
Staff  reductions  contributed  significantly  to  the  de¬ 
crease. 


Payments 

Prompt  Payment 

The  Prompt  Payment  Act  and  OMB  Circular  A- 125 
require  agencies  to  make  payments  on  time,  to  pay 
interest  penalties  when  payments  are  late,  and  to  take 
discounts  only  when  payments  are  made  on  or  before 
the  discount  date.  The  OCC’s  prompt  payment  of  in¬ 
voices  has  consistently  improved  over  past  years. 

The  percentage  of  invoices  paid  on  time  has  in¬ 
creased  over  1994,  and  the  total  exceeds  the  Treas¬ 
ury  Department’s  standard.  Ouarterly  reviews 
conducted  by  Financial  Policy,  Review  and  Analysis 
have  identified  an  issue  concerning  the  identification 
of  early  payment  exceptions.  The  Financial  Systems 
Management  and  Financial  Operations  units  have 
worked  to  identify  these  payments  on  quarterly  re¬ 
ports  for  1995  reporting. 


Table  8  -  1995  Summary  of  Expense  Budget  Performance 

($  in  Millions) 


Expense  Category 

Personnel  compensation/benefits 
Rent/communications/utilities 
Travel/transportation 
Training/conference/other 
Other  expenses 

Total  expenses 


1995 

1995 

Actual 

Budget 

$270.1 

$270.1 

30.4 

34.4 

28.8 

30.1 

4.5 

4.5 

38.5 

40.5 

$372.3 

$379.6 

$ 

Percent 

Variance 

Variance 

$0 

0 

-4.0 

-11.6 

-1.3 

-4.3 

0 

0 

-2.0 

-4.9 

$-7.3 

-1.9 
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Table  9  —  Prompt  Payment  Comparisons 


Table  1 1  —  Collections/Accounts  Receivable 


Payments 

1993 

1994 

1995 

Accounts  receivable  write¬ 

1993 

1994 

1995 

Number  of  invoices  paid 

offs  as  a  percentage  of  dollar 

late  as  a  percentage  of  total 

volume  in  accounts  receivables 

0.03 

1.07 

3.01 

invoices  paid 

1.4 

3.0 

2.9 

Percentage  dollar  volume  of 

Interest  penalties  paid  as  a 

accounts  receivable 

4.90 

percentage  of  total  dollars  paid 

.003 

.006 

.011 

30  days  or  more  past  due 

14.00 

8.90 

Invoices  paid  on  time  as  a 

percentage  of  total  invoices 

89 

93 

97 

Financial  Management  Systems 

—  FMF1A 

Electronic  Funds  Transfer  -  Payroll 

Electronic  funds  transfer  (EFT)  payments  provide  effi¬ 
cient  and  effective  accounting  services,  greater  control 
over  the  timing  of  payments,  and  lower  payment  cost 
compared  to  paper  checks.  The  percentage  of  payroll 
payments  made  using  electronic  funds  transfer  has 
increased  each  year.  The  OCC  has  met  and  surpassed 
OMB's  prescribed  goal  for  agencies  to  process  90 
percent  of  their  payroll  payments  by  EFT. 


Table  10  —  Use  of  Electronic  Funds  Transfer 

1993  1994  1995 

Percentage  of  payroll 

payments  made  using  EFT  90.6  92.6  93.8 


The  OCC’s  financial  management/accounting  system 
conforms  to  generally  accepted  accounting  principles; 
the  relevant  principles,  standards  and  related  require¬ 
ments  of  the  Comptroller  General;  and  the  relevant 
financial  management  system  and  information  objec¬ 
tives  of  the  Office  of  Management  and  Budget,  includ¬ 
ing  implementation  of  standard  general  ledger.  As  seen 
in  Table  12,  no  material  weaknesses  were  reported  in 
1995  or  in  previous  years. 

Table  12  —  Number  of  Incidents  of  Material 
Nonconformance 

Period  Reported  Reported  Corrected  Pending 

1993  000 

1994  000 

1995  000 


Accounts  Receivable 

A  comprehensive  credit  management  and  debt  collec¬ 
tion  program  has  been  established  in  the  OCC  to 
assure  collection  of  receivables  and  to  allow  manage¬ 
ment  to  evaluate  credit  policies.  Table  1 1  identifies 
delinquent  accounts  receivable  and  annual  write-offs. 
A  majority  of  the  OCC’s  delinquent  accounts  receiv¬ 
able,  those  30  days  or  more  past  due,  are  for  $100  or 
less.  Due  to  the  nominal  value  of  individual  cases,  these 
accounts  are  not  referred  to  a  collection  agency.  They 
are  instead  maintained  at  the  OCC,  with  collection 
efforts  continued  by  Accounts  Receivable  personnel. 
The  increase  in  write-offs  reflects  the  OCC’s  attempt  to 
clear  numerous  accounts  identified  as  uncollectible. 
The  OCC  initiated  a  system  to  track  write-offs  in  1995. 


Financial  Efficiency 

The  OCC’s  indirect  rate  measures  the  relationship  be¬ 
tween  the  OCC’s  direct  and  indirect  costs.  Direct  costs 
are  salary  and  travel  costs  incurred  to  examine  banks 
and  costs  incurred  to  review  and  decide  upon  corpo¬ 
rate  applications.  Indirect  costs  are  costs  incurred 
within  the  OCC  to  perform  other  bank  supervision  and 
analysis;  develop  bank  supervision  policy;  review  bank 
supervision  and  examination  products;  perform  legal 
analysis,  outreach  to  bankers,  and  support  operations; 
and  conduct  training.  Indirect  costs  also  include  over¬ 
head,  such  as  facilities,  supplies,  telephone  service, 
and  data  processing. 

In  1995,  the  indirect  cost  rate  moved  upward  because 
OCC’s  direct  costs  attributable  to  the  examination  and 
supervision  of  national  banks  fell  dramatically  as  a 
result  of  reduced  numbers  of  banks,  the  improved 
condition  of  the  national  banking  system,  revised  pro¬ 
cedures  for  community  banks  that  reduced  regulatory 
burden,  and  reduction  and  redeployment  of  staff  Indi¬ 
rect  costs  did  not  fall  in  tandem  with  direct  costs  The 
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Figure  14  -  Ratio  of  Indirect  Costs  to  Direct  Costs 


costs  associated  with  staff  reductions  and  redeploy¬ 
ment  are  indirect,  and  these  costs  were  significant  in 
1995.  Office  automation  purchases  to  upgrade  and 
replace  the  majority  of  personal  computers  in  service 
and  to  complete  the  LAN  expansion  program  at  head¬ 
quarters  also  contributed  to  the  increase  in  indirect 
costs.  Examiner  training  also  increased  in  tandem  with 
efforts  to  ensure  consistency  and  quality  of  training 
provided  to  examiners.  Both  these  expenses  are  nec¬ 
essary  for  OCC  to  operate  more  effectively  in  the  future. 

Financial  Management  Systems 
Initiatives 


The  OCC  is  committed  to  continuing  its  progress  in: 

•  Developing  an  integrated  OCC  financial  man¬ 
agement  system  that  complies  with  applica¬ 
ble  accounting  principles  and  standards, 
provides  timely  information,  responds  to  the 
OCC’s  management  needs,  complies  with 
governmentwide  systems  requirements,  and 
provides  timely  monitoring  of  the  budget 
through  performance  reports. 


•  Enhancing  the  OCC’s  systems  ability  to  pro¬ 
vide  integrated  reporting  on  program  per¬ 
formance,  financial  performance,  and 
financial  management  performance. 

•  Streamlining  processes  to  reduce  data  entry 
burdens  through  automatic  uploads  from  other 
systems  and  more  user  friendly  screens. 

•  Eliminating  antiquated  system  components 
such  as  general  financial  system  (GFS)  ac¬ 
counts  receivable  and  replacing  them  with 
"off-the-shelf"  system  components  that  pro¬ 
vide  more  efficient  operations  and  a  better 
integrated  system. 

Current  Status 

The  OCC’s  financial  system  is  accrual-based,  with 
budget  reports  and  financial  statements  provided  to 
management  monthly.  The  system  operates  on  a  cal¬ 
endar  year  basis.  Financial  personnel  have  on-line 
access  to  OCC's  mainframe  computer  through  remote 
terminals. 

The  primary  financial  information  system  is  integrated 
with  the  following  modules: 
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Accounts  Payable/Cash  Disbursements 

Accounts  Receivable/Cash  Receipts 

Budget/Plannmg 

Capital  Expenditures 

Investments 

Payroll 

During  1995,  check  payments  were  accelerated 
through  electronic  transmission  of  payment  data  to  the 
Treasury  Finance  Center.  Preparations  were  also  made 
to  begin  automated  clearing  house  (ACH)  payments  for 
employee  travel  reimbursements  and  vendor  payments 
to  be  credited  directly  to  their  accounts  at  financial 
institutions.  Implementation  is  scheduled  for  1996. 

Future  Plans 

The  OCC  plans  to  upgrade  to  the  most  current  release 
of  the  general  ledger  and  accounts  payable  software 
in  fiscal  year  1996.  Finally,  the  OCC  plans  to  upgrade 
the  accounts  receivable  system  through  acquisition  of 
new  off-the-shelf  software  in  the  second  quarter  of 
calendar  year  1997. 

FMFIA  Program  Summary 

The  OCC  has  evaluated  its  systems  of  internal  controls 
for  the  fiscal  year  ending  September  30,  1995  accord¬ 
ing  to  the  procedures  and  standards  prescribed  by 
GAAP  and  the  relevant  procedural  standards  of  the 
Office  of  Management  and  Budget  and  the  General 
Accounting  Office.  In  addition,  pursuant  to  section  4  of 
the  Federal  Managers’  Financial  Integrity  Act  of  1982 
(FMFIA),  the  OCC  has  reviewed  Financial  Manage¬ 
ment/Accounting  Systems  —  budget  and  capital  ex¬ 
penditures.  The  FMFIA  reviews  performed  in  1995  did 
not  reveal  any  reportable  instances  of  noncon¬ 
formance. 

The  OCC’s  internal  control  systems  are  designed  to 
provide  reasonable  assurance  that: 

•  Expenditures  and  costs  comply  with  applica¬ 
ble  law. 

•  All  assets  are  safeguarded  against  waste, 
loss,  unauthorized  use,  and  misappropria¬ 
tion. 

•  Revenues  and  expenditures  applicable  to 
agency  operations  are  recorded  and  ac¬ 
counted  for  properly,  i.e.,  accounts  and  reli¬ 
able  financial  and  statistical  reports  are 
prepared  and  accountability  for  assets  is 
maintained. 


•  The  financial  management/informational  ac¬ 
counting  system  conforms  to  generally  ac¬ 
cepted  accounting  principles;  the  relevant 
principles,  standards,  and  related  require¬ 
ments  of  the  Comptroller  General;  and  the 
relevant  financial  management  system  and 
information  objectives  of  the  Office  of  Man¬ 
agement  and  Budget,  including  implementa¬ 
tion  of  the  standard  general  ledger. 

Evaluation  of  internal  control  systems,  as  a  whole, 
provides  reasonable  assurance  that  the  above  objec¬ 
tives  are  achieved.  This  year’s  assurance  is  based  on 
an  audit  of  the  OCC’s  financial  statements  and  review 
of  financial  operations  in  three  of  six  districts  and  head¬ 
quarters  financial  operations;  personnel  management 
evaluations  of  human  resources  in  two  districts;  reviews 
of  procurement  and  supply  in  three  districts;  quality 
control  reviews  of  training  in  four  districts;  seven  quality 
control  reviews  of  the  licensing  function;  review  of  eight 
sensitive  systems;  and  IG  audits  of  contracting;  a  spe¬ 
cific  contract;  and  a  failed  national  bank.  GAO  audits1' 
conducted  this  year  made  findings  regarding  OCC 
supervision  of  national  banks’  allowance  for  loan  and 
lease  losses;  a  national  bank  with  problematic  condi¬ 
tions;  national  banks’  securities  activities;  and  national 
banks’  mutual  funds  activities.  GAO  also  evaluated  how 
the  OCC  screens  proposed  national  bank  executives. 
At  the  conclusion  of  the  evaluation  process  this  year, 
the  OCC  determined  none  of  its  functions  to  be  high- 
risk  areas. 

The  work  of  the  Accounting  Policy,  Review  and  Analysis 
group  within  Financial  Policy  included  reviews  of  Finan¬ 
cial  Services'  operations  in  Washington.  The  goal  was 
to  conduct  systematic,  continuous  internal  quality  con¬ 
trol  reviews  to  ensure  that  procedures  are  complied 
with  and  that  problems  or  concerns  are  reported  and 
corrected  before  the  problems  become  material.  The 
Review  Program  established  for  1995  included  quality 
control  reviews  of  the  OCC’s  imprest  cash  fund,  prompt 
payment,  trust  billing  process,  and  employee  services 
—  relocation. 

The  OCC  continues  to  use  external  auditors  to  help  lend 
expertise  to  FMFIA  conformance  reviews.  This  arrange¬ 
ment  has  come  full-cycle  as  the  external  auditors  have 
conducted  internal  reviews  on  each  of  the  six  FMFIA 
areas. 

In  addition,  efforts  are  under  way  to  revise  the  OCC's 
“Administrative  Accounting  Manual."  The  manual  will 
help  formalize  and  communicate  accounting  and  op¬ 
erational  guidelines  throughout  Financial  Services. 
Sections  are  distributed  as  they  are  completed  Final 
revisions  to  the  manual  are  expected  to  be  completed 
by  the  end  of  1996. 
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Office  of  Government  Services  Telephone  703  74 1  100C 

1616  North  Fort  Myer  Drive  Facsimile  703  741  1616 

Arlington,  VA  22209-3100 


Price  Waterhouse  llp 


REPORT  OF  INDEPENDENT  ACCOUNTANTS 


To  the  Comptroller  of  the  Currency 

We  have  audited  the  accompanying  statements  of  financial  position  of  the  Office  of 
the  Comptroller  of  the  Currency  (OCC)  as  of  December  31,  1995  and  1994,  and  the 
related  statements  of  operations  and  changes  in  net  position,  and  cash  flows  for  the 
years  then  ended.  These  financial  statements  are  the  responsibility  of  OCC's 
management.  Our  responsibility  is  to  express  an  opinion  on  these  financial 
statements  based  on  our  audits. 

We  conducted  our  audits  in  accordance  with  generally  accepted  auditing  standards 
and  Government  Auditing  Standards ,  issued  by  the  Comptroller  General  of  the 
United  States.  Those  standards  require  that  we  plan  and  perform  the  audit  to  obtain 
reasonable  assurance  about  whether  the  financial  statements  are  free  of  material 
misstatement.  An  audit  includes  examining,  on  a  test  basis,  evidence  supporting  the 
amounts  and  disclosures  in  the  financial  statements.  An  audit  also  includes 
assessing  the  accounting  principles  used  and  significant  estimates  made  by 
management,  as  well  as  evaluating  the  overall  financial  statement  presentation  We 
believe  that  our  audits  provide  a  reasonable  basis  for  our  opinion. 

In  our  opinion,  the  financial  statements  audited  by  us  present  fairly,  in  all  material 
respects,  the  financial  position  of  the  Office  of  the  Comptroller  of  the  Currency  at 
December  31,  1995  and  1994,  and  the  results  of  its  operations  and  its  cash  flows 
for  the  years  then  ended  in  conformity  with  generally  accepted  accounting 


principles. 


March  15,  1996 
Arlington,  Virginia 
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1616  North  Fort  Mver  Drive 
Arlington.  VA  22209-3100 


Telephone  703  741  1000 
Facsimile  703  741  1616 


Price  Waterhouse  llp 


REPORT  ON  INTERNAL  CONTROLS 


To  the  Comptroller  of  the  Currency 

We  have  audited  the  financial  statements  of  the  Office  of  the  Comptroller  of  the 
Currency  (OCC)  as  of  and  for  the  year  ended  December  31,  1995,  and  have  issued 
our  report  thereon  dated  March  15,  1996. 

We  conducted  our  audit  in  accordance  with  generally  accepted  auditing  standards 
and  Government  Auditing  Standards,  issued  by  the  Comptroller  General  of  the 
United  States.  Those  standards  require  that  we  plan  and  perform  the  audit  to 
obtain  reasonable  assurance  about  whether  the  financial  statements  are  free  of 
material  misstatement. 

The  management  of  OCC  is  responsible  for  establishing  and  maintaining  an 
internal  control  structure.  In  fulfilling  this  responsibility,  estimates  and  judgments 
by  management  are  required  to  assess  the  expected  benefits  and  related  costs  of 
internal  control  structure  policies  and  procedures.  The  objectives  of  an  internal 
control  structure  are  to  provide  management  with  reasonable,  but  not  absolute, 
assurance  that  assets  are  safeguarded  against  loss  from  unauthorized  use  or 
disposition,  and  that  transactions  are  executed  in  accordance  with  management's 
authorization  and  recorded  properly  to  permit  the  preparation  of  financial 
statements  in  accordance  with  generally  accepted  accounting  principles.  Because 
of  inherent  limitations  in  any  internal  control  structure,  errors  or  irregularities  may 
nevertheless  occur  and  not  be  detected.  Also,  projection  of  any  evaluation  of  the 
structure  to  future  periods  is  subject  to  the  risk  that  procedures  may  become 
inadequate  because  of  changes  in  conditions  or  that  the  effectiveness  of  the  design 
and  operation  of  policies  and  procedures  may  deteriorate. 

In  planning  and  performing  our  audit  of  the  financial  statements  of  OCC  for  the 
year  ended  December  31,  1995,  we  obtained  an  understanding  of  the  internal 
control  structure.  With  respect  to  the  internal  control  structure,  we  obtained  an 
understanding  of  the  design  of  relevant  policies  and  procedures  and  whether  they 
have  been  placed  in  operation,  and  we  assessed  control  risk  in  order  to  determine 
our  auditing  procedures  for  the  purpose  of  expressing  our  opinion  on  the  financial 
statements  and  not  to  provide  an  opinion  on  the  internal  control  structure. 
Accordingly,  we  do  not  express  such  an  opinion. 
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Our  consideration  of  the  internal  control  structure  would  not  necessarily  disclose 
all  matters  in  the  internal  control  structure  that  might  be  material  weaknesses  under 
standards  established  by  the  American  Institute  of  Certified  Public  Accountants.  A 
material  weakness  is  a  condition  in  which  the  design  or  operation  of  one  or  more 
of  the  internal  control  structure  elements  does  not  reduce  to  a  relatively  low  level 
the  risk  that  errors  or  irregularities  in  amounts  that  would  be  material  in  relation  to 
the  financial  statements  being  audited  may  occur  and  not  be  detected  within  a 
timely  period  by  employees  in  the  normal  course  of  performing  their  assigned 
functions.  We  noted  no  matters  involving  the  internal  control  structure  and  its 
operation  that  we  considered  to  be  material  weaknesses  as  defined  above. 

This  report  is  intended  for  the  information  of  the  Executive  Committee,  and  the 
management  of  the  Comptroller's  Office.  However,  this  report  is  a  matter  of 
public  record  and  its  distribution  is  not  limited. 

'UJ cCC^I*j04~<Z(L 

March  15,  1996 
Arlington,  Virginia 
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1616  North  Fort  Myer  Drive 
Arlington,  VA  22209-3100 


Telephone  703  741  1000 
Facsimile  703  741  1616 


Price  J  Vaterhouse  llp 


REPORT  ON  COMPLIANCE  WITH  LAWS  AND  REGULATIONS 


To  the  Comptroller  of  the  Currency 


We  have  audited  the  financial  statements  of  the  Office  of  the  Comptroller  of  the 
Currency  (OCC)  as  of  and  for  the  year  ended  December  31,  1995,  and  have  issued  our 
report  thereon  dated  March  15,  1996. 

We  conducted  our  audit  in  accordance  with  generally  accepted  auditing  standards  and 
Government  Auditing  Standards ,  issued  by  the  Comptroller  General  of  the  United 
States.  Those  standards  require  that  we  plan  and  perform  the  audit  to  obtain 
reasonable  assurance  about  whether  the  financial  statements  are  free  of  material 
misstatement. 

Compliance  with  laws  and  regulations  applicable  to  OCC  is  the  responsibility  of  OCC's 
management.  As  part  of  obtaining  reasonable  assurance  about  whether  the  financial 
statements  are  free  of  material  misstatement,  we  performed  tests  of  OCC's  compliance 
with  certain  provisions  of  applicable  laws  and  regulations.  However,  the  objective  of 
our  audit  of  the  financial  statements  was  not  to  provide  an  opinion  on  overall 
compliance  with  such  provisions.  Accordingly,  we  do  not  express  such  an  opinion 

The  results  of  our  tests  disclosed  no  instances  of  non-compliance  that  are  required  to 
be  reported  herein  under  Government  Auditing  Standards. 

This  report  is  intended  for  the  information  of  the  Executive  Committee,  and  the 
management  of  the  Comptroller's  Office.  However,  this  report  is  a  matter  of  public 
record  and  its  distribution  is  not  limited. 


March  1  5,  1996 
Arlington,  Virginia 
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Office  of  the  Comptroller  of  the  Currency 
Statement  of  Financial  Position 


Assets 

Fund  balance  with  U.S.  Treasury  and  cash: 

Fund  balance  with  U.S.  Treasury  (Note  2) . 

Cash  (Note  2) . 

Subtotal,  fund  balance  with  U.S.  Treasury  and  cash 

Receivables,  nonfederal: 

Accounts  receivable,  net . 

Travel  advances . 

Prepayments  and  other  advances . 

Subtotal,  receivables,  nonfederal . 

Receivables,  federal 

Accounts  receivable . 

Advances  and  prepayments . 

Subtotal,  receivables,  federal . 

Investments,  federal  (Note  3) . 

Property,  plant  and  equipment,  net  (Note  4) . 

Total  assets . 


Liabilities  and  Net  Position 

Funded  liabilities: 

Nonfederal  liabilities 

Accounts  payable . 

Accrued  payroll  and  benefits . 

Capital  lease  liabilities  (Note  5) . 

Subtotal,  nonfederal  liabilities . 

Federal  liabilities: 

Accounts  payable . 

Subtotal,  federal  liabilities . 

Total  funded  liabilities . 

Unfunded  liabilities: 

Accrued  annual  leave . 

Postretirement  benefits  (Note  6) . 

Total  unfunded  liabilities . 

Total  liabilities . 

Net  position . 

Total  liabilities  and  net  position . 


As  of  December  31 


1995 

1994 

$  18,250,252 
24,387,536 
42,637,788 

$  1,735,551 

253,958 

1,989,509 

2,382,773 

617,333 

1,597,980 

4,598,086 

4,259,759 

1,053,876 

1,586,804 

6,900,439 

388,779 

1,150,441 

1,539,220 

4,765 

404,848 

409,613 

114,351,152 

151,312,642 

92,487,861 

97,427,238 

$255,614,107 

$258,039,441 

18,370,035 

22,217,174 

93,338,322 

133,925,531 

$  19,140,135 
26,345,171 
94,315,761 
139,801,067 

627,072 

627,072 

62,896 

62,896 

134,552,603 

139,863,963 

17,893,996 

2,311,537 

20,205,533 

16,883,238 

1,039,050 

17,922,288 

154,758,136 

157,786,251 

100,855,971 

100,253,190 

$255,614,107 

$258,039,441 

The  accompanying  notes  are  an  integral  part  of  these  statements 
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Office  of  the  Comptroller  of  the  Currency  —  Statement  of 
Operations  and  Changes  in  Net  Position 


Revenue  and  Financing  Sources 

Revenue  from  goods  sold/services  provided: 

Semiannual  assessments . 

Corporate  fees . 

Investment  income . 

Examination  fees . 

Other . 

Total  revenues  and  financing  sources . 


Expenses 

Operating  expenses: 

Personnel  compensation  and  benefits  (Note  6) . 

Rent,  communications,  and  utilities  (Note  5) . 

Travel  and  transportation . 

Office  equipment,  software,  and  remodeling  (Note  4) . 

Contractual  services . 

Depreciation  and  amortization  (Note  4) . 

Education,  conference,  and  representation  expense . 

Repairs  and  maintenance . 

Office  supplies . 

Printing,  reproduction  and  other . 

Total  expenses . 

Excess  of  revenue  and  financing  sources  over  funded  expenses 

Net  position,  beginning  balance . 

Net  position,  ending  balance . 


Years  ended  December  31, 
1995  1994 


$351,812,806 

5,094,672 

11,201,899 

2,885,004 

1,921,591 

372,915,972 


270,072,505 

30,449,643 

28,805,060 

13,555,783 

10,052,717 

5,885,531 

4,490,389 

3,197,405 

4,230,736 

1,573,421 

372.313.190 
602,781 

100.253.190 
$  100,855,971 


$366,858,190 

9,172,521 

8,716,249 

5,735,690 

3,387,952 

393,870,602 


291,237,964 
29,800,384 
29,456,  849 
16,986,245 
6,094,764 
5,916,301 
3,679,896 
3,578,472 
3,170,516 
1,423,821 

391,345,212 

2,525,390 
97,727,800 
$  100,253,190 


The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Office  of  the  Comptroller  of  the  Currency 
Statement  of  Cash  Flows 


Cash  Flows  from  Operating  Activities: 

Excess  of  revenue  and  financing  sources 
over  total  expenses . 

Adjustments  affecting  cash  flow 

Decrease  in  nonfederal  receivables . 

(Increase)/decrease  in  federal  receivables . 

(Decrease)/increase  in  nonfederal  liabilities . 

Increase  in  federal  liabilities . 

Increase/(decrease)  in  unfunded  liabilities . 

Gain  on  sale  of  equipment . 

Depreciation  and  amortization . 

Net  cash  provided  by  operating  activities . 

Cash  Flows  from  Investing  Activities: 

Proceeds  from  sales  of  investment  securities . 

Purchases  of  investment  securities . 

Proceeds  from  sales  of  property,  plant  and  equipment 
Purchases  of  property,  plant  and  equipment . 

Net  cash  provided  (used)  by  investing  activities  .  .  . 

Cash  Flows  from  Financing  Activities: 

Principal  payments  on  capital  lease  obligations . 

Net  cash  used  by  financing  activities . 

Net  cash  provided  (used)  by  operating,  investing,  and 
financial  activities . 

Fund  balances  with  U.S.  Treasury  and  cash,  beginning. 
Fund  balances  with  U.S.  Treasury  and  cash,  ending  .  .  . 


Years  ended  December  31, 

1995 

1994 

$  602,781 

$  2,525,390 

2,302,353 

(1,129,607) 

(4,898,097) 

564,176 

2,283,245 

(1,400) 

5,885,531 

438,045 

1,769,901 

15,091,951 

12,766 

(4,474,074) 

0 

5,916,301 

5,608,982 

21,280,280 

567,540,649 

(530,579,159) 

1,400 

(946,154) 

526,941,340 

(564,207,836) 

0 

(2,344,961) 

36,016,736 

(39,611,457) 

(977,439) 

(850,787) 

(977,439) 

(850,787) 

40,648,279 

(19,181,964) 

1,989,509 

21,171,473 

$  42,637,788 

$  1,989,509 

The  accompanying  notes  are  an  integral  part  of  these  statements. 
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Office  of  the  Comptroller  of  the  Currency  — 
Statement  of  Budget  and  Actual  Expenses 
for  the  year  ended  December  31,  1995 


Budget _ Actual 

Obligations 


Program  Name 

Assessment 

Resources 

Direct 

Reimbursed 

Expenses 

National  Bank 

Supervision 

358,900,000 

n/a 

n/a 

372,313,190 

Totals 

$  358,900,000 

n/a 

n/a 

$372,313,190 

The  accompanying  notes  are  an  integral  part  of  these  statements. 


160  Quarterly  Journal,  Vol.  15,  Mo.  2,  June  1996 


Office  of  the  Comptroller  of  the  Currency 
Notes  to  Financial  Statements 


Note  1  -  Organization 

The  Office  of  the  Comptroller  of  the  Currency  (Comp¬ 
troller’s  Office)  was  created  by  an  Act  of  Congress  for 
the  purpose  of  establishing  and  regulating  a  national 
banking  system.  The  National  Currency  Act  of  1863, 
rewritten  and  reenacted  as  the  National  Banking  Act 
of  1864,  created  the  Comptroller’s  Office  and  pro¬ 
vided  for  its  supervisory  functions  and  the  chartering 
of  banks. 

No  funds  derived  from  taxes  or  federal  appropriations 
are  allocated  to  or  used  by  the  Comptroller’s  Office  in 
any  of  its  operations.  The  revenue  of  the  Comptroller’s 
Office  is  derived  principally  from  assessments  and 
fees  paid  by  the  national  banks  and  income  on  in¬ 
vestments  in  U.S.  Government  obligations.  The 
Comptroller’s  Office  is  exempt  from  federal  and  state 
income  taxes. 

The  Comptroller’s  Office  is  a  bureau  within  the  De¬ 
partment  of  Treasury.  The  Department  of  Treasury 
provides  certain  administrative  services  to  the  Comp¬ 
troller’s  Office,  which  pays  the  Department  of  Treasury 
for  services  rendered  pursuant  to  its  interagency 
agreements.  Periodically,  payments  are  made  in  ad¬ 
vance  for  anticipated  services  in  accordance  with  in¬ 
structions  from  the  Department  of  Treasury. 
Administrative  services  provided  by  the  Department 
of  Treasury  totaled  $3,220,965  and  $3,280,072  for  the 
years  ending  December  31,  1995  and  1994,  respec¬ 
tively. 


Note  2  -  Significant  Accounting  Policies 
Basis  of  Accounting 

The  accounting  policies  of  the  Comptroller’s  Office  con¬ 
form  to  generally  accepted  accounting  principles,  and 
as  required  by  the  Chief  Financial  Officers  Act  of  1990. 
Accordingly,  the  financial  statements  are  presented  on 
the  accrual  basis  of  accounting.  Under  the  accrual 
method,  revenues  are  recognized  when  earned  and  ex¬ 
penses  are  recognized  when  a  liability  is  incurred,  with¬ 
out  regard  to  cash  receipt  or  payment. 

Funds  with  the  CJ.S.  Treasury  and  Cash 

Cash  receipts  and  disbursements  are  processed  by 
the  U.S.  Treasury.  The  funds  with  the  U.S.  Treasury 


are  primarily  trust  funds  that  are  available  to  pay  cur¬ 
rent  liabilities  and  finance  authorized  purchase  com¬ 
mitments.  The  Comptroller's  Office  considers  demand 
deposits  and  overnight  certificate  investments  to  be 
cash  equivalents. 

Accounts  Receivable 

The  amounts  due  for  Accounts  Receivable-Non-Fed- 
eral  are  net  of  an  allowance  for  uncollectible  ac¬ 
counts.  The  allowance  of  $1,097,924  and  $700,614 
was  established  at  December  31,  1995  and  1994,  re¬ 
spectively,  based  on  actual  amounts  that  the  Comp¬ 
troller’s  Office  believes  to  be  uncollectible.  No 
allowance  for  uncollectible  accounts  is  applied  to  Ac¬ 
counts  Receivable-Federal,  as  the  Comptroller’s  Of¬ 
fice  expects  to  collect  these  amounts  in  full. 

Liabilities 

Liabilities  represent  the  amount  of  monies  or  other  re¬ 
sources  that  are  likely  to  be  paid  by  the  Comptroller’s 
Office  as  the  result  of  a  transaction  or  event  that  has 
already  occurred.  They  are  removed  when  liquidated 
(i.e.  paid).  Liabilities  represent  the  amounts  owing  or 
accruing  under  contractual  or  other  arrangements 
governing  the  transactions,  including  operating  ex¬ 
penses  incurred  but  not  yet  paid.  Payments  are  made 
promptly  to  take  discounts  offered  by  vendors  when 
the  discount  terms  are  cost  effective.  Payments  are 
also  made  in  accordance  with  OMB  Circular  A-125 
“Prompt  Payment  Act.” 

Annual,  Sick  and  Other  Leave 

Annual  leave  is  accrued  as  it  is  earned  and  the  ac¬ 
crual  is  reduced  as  leave  is  taken.  Each  year,  the  bal¬ 
ance  in  the  accrued  annual  leave  account  is  adjusted 
to  reflect  current  pay  rates.  Sick  leave  and  other  types 
of  manifested  leave  are  expended  as  taken. 

Collateral 

Various  banks  in  the  District  of  Columbia  have  depos¬ 
ited  securities  with  the  Comptroller’s  Office  as  collat¬ 
eral  for  those  banks  entering  into  and  administering 
trust  activities.  These  securities,  having  a  par  or 
stated  value  of  $17,050,000  at  December  31,  1995, 
are  not  assets  of  the  Comptroller’s  Office  and,  ac¬ 
cordingly,  are  not  included  in  the  accompanying  fi¬ 
nancial  statements. 
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Note  3  -  Investments 

Investment  securities  reflect  maturities  through  April 
15,  1997  and  are  U.S.  Treasury  obligations  stated  at 
amortized  cost.  The  Comptroller’s  Office  plans  to  hold 
these  investments  to  maturity.  Premiums  and  dis¬ 
counts  on  investment  securities  are  amortized  over 
the  term  of  the  investment.  The  fair  value  of  invest¬ 
ment  securities  is  estimated  based  on  quoted  market 
prices  for  those  or  similar  investments.  The  cost  and 
estimated  fair  value  of  investment  securities  as  of  De¬ 
cember  31,  1995  and  1994  is  as  follows: 


Classes  of 

Fixed  Assets 

Service 

Life 

(years) 

Acquisition 

Value 

Accumulated 

Depreciation 

Amortization 

1995 

Net  Book 
Value 

1994 

Net  Book 
Value 

Leasehold 

Improvements 

5-20 

$  21,292,360 

$11,585,390 

$  9,706,970 

$  10,541,704 

ADP  Software 

5-10 

2,021,762 

1,928,340 

93,422 

80,309 

Equipment 

5-10 

6,632,791 

3,436,984 

3,195,807 

3,409,739 

Equipment  under 
Capital  Lease 

4 

44,954 

36,542 

8,412 

19,654 

Building  under 
Capital  Lease 

25 

96,929,338 

17,505,633 

79,423,705 

83,313,846 

Furniture  and 
Fixtures 

5-10 

702,394 

642,849 

59,545 

61,986 

Motor  Vehicles 

16,330 

16,330 

0 

0 

Total 

$127,639,929 

$35,152,068 

$92,487,861 

$97,427,238 

Investments,  Amortized 
Cost 


1995 


1994 


$114,351,152  $151,312,642 


Gross  Unrealized 
Holding  Gains 
Gross  Unrealized  Holding 
(Losses) 


139,564 

0 


0 


(817,412) 


Market  Value 


$114,490,716  $150,495,230 


Investments  held  at  December  31,  1995  mature  as 
follows: 


During  fiscal  year  1996  $  97,764,763 

During  fiscal  year  1997  $  16,586,389 

$114,351,152 


Note  4  -  Property  and  Equipment 


Note  5  -  Leases 
Office  Space  Leases 

The  Comptroller’s  Office  occupies  office  space  in 
Washington,  D.C.  under  a  lease  agreement  with  an  in¬ 
itial  lease  period  of  15  years.  The  lease  provides  for 
two  consecutive  five-year  renewal  options  which  will 
provide  for  occupancy  through  the  year  2016.  The 
Comptroller’s  Office  classified  this  lease  as  a  capital 
lease. 

The  district  and  field  offices  lease  space  under  agree¬ 
ments  which  expire  at  various  dates  through  2003. 
These  leases  are  treated  as  operating  leases. 

Future  lease  payments  under  office  space  leases  for 
the  district  and  field  offices,  as  well  as  the  Washing¬ 
ton,  D.C.  office  are  shown  in  the  following  table: 


Property  and  equipment,  including  assets  under  capi¬ 
tal  leases,  are  stated  at  cost.  Depreciation  and  amor¬ 
tization  is  calculated  on  a  straight-line  basis  over  the 
estimated  useful  lives  of  the  assets.  Leasehold  im¬ 
provements  are  stated  at  cost  less  accumulated  am¬ 
ortization  computed  over  the  terms  of  the  related 
leases  (including  renewal  options)  or  their  estimated 
useful  lives,  whichever  is  shorter.  Expenditures  for  fur¬ 
niture  and  fixtures,  machines  and  equipment,  port¬ 
able  computers,  and  motor  vehicles  costing  less  than 
$15,000  and  for  computer  software  and  leasehold  im¬ 
provements  costing  less  than  $25,000  and  for  all 
maintenance  and  repairs  are  expended  as  incurred. 

The  following  table  summarizes  property  and  equip¬ 
ment  balances  as  of  December  31,  1995  and  Decem¬ 
ber  31,  1994: 


Washington,  D.C. 

District  and 
Field  Offices 

Year 

Capital  Lease 

Operating  Leases 

1996 

10,639,688 

10,113,917 

1997 

10,676,185 

8,590,857 

1998 

10,714,507 

9,189,882 

1999 

10,754,744 

8,108,477 

2000 

10,796,994 

7,346,210 

2001  and  after 

173,559,022 

19,490,321 

Total  minimum 

lease  payments 

227,141,140 

$62,839,664 

Less:  Amount 

representing  interest 

133,813,161 

Present  value  of 
net  minimum  lease 
payments 

$  93,327,979 
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Certain  of  these  leases  provide  that  annual  rentals 
may  be  adjusted  to  provide  for  increases  in  taxes  and 
other  related  expenses.  Total  rental  expense  under 
district  and  field  office  operating  leases  was 
$12,405,719  and  $12,354,417  for  the  years  ended 
December  31,  1995  and  1994,  respectively. 

Other  Leases 

The  Comptroller’s  Office  has  leased  equipment  under 
two  capital  lease  agreements  which  terminate  in 
1996.  The  annual  lease  payments  for  1996  are 
$10,944.  Interest  and  executory  costs  over  the  life  of 
the  leases  total  $601,  and  the  present  value  of  the  net 
minimum  lease  payments  is  $10,343. 


the  accumulated  plan  benefits  or  the  unfunded  pen¬ 
sion  liability  relating  to  its  employees.  These  amounts 
are  reported  by  OPM  for  the  retirement  systems  and 
are  not  allocated  to  the  individual  employers. 

Benefit  Plans 

The  Comptroller’s  Office  contributes  up  to  5  percent 
of  base  pay  for  participants  in  the  Thrift  Savings  Plan 
under  the  Federal  Employees’  Retirement  System. 
The  Comptroller’s  Office  contributions  for  the  savings 
plan  totaled  $4,367,517  and  $4,142,836  in  1995  and 
1994,  respectively.  The  Comptroller’s  Office  also  con¬ 
tributes  for  Social  Security  and  Medicare  benefits  for 
all  eligible  employees. 


The  Statement  of  Operations  and  Changes  in  Net  Po¬ 
sition  caption  “Rent,  communications,  and  utilities”  in¬ 
cludes  interest  expense  related  to  capital  leases, 
which  equaled  interest  paid,  as  follows: 

1995  1994 


Washington,  D.C.  office  space 
Office  Furniture 
Equipment 


$9,639,735 

0 

2,347 


$9,731,771 

0 

3,860 


Total  interest  expense 


$9,642,082  $9,735,631 


Note  6  -  Retirement  and  Benefit  Plans  and  Accrued 
Annual  Leave 

Retirement  Plans 

The  Comptroller’s  Office  contributes  to  the  Civil  Serv¬ 
ice  Retirement  System  and  the  Federal  Employees’ 
Retirement  System  administered  by  the  Office  of  Per¬ 
sonnel  Management  (OPM)  for  the  benefit  of  U.S. 
Government  employees.  The  Comptroller’s  office  con¬ 
tributions  aggregated  $18,163,330  and  $19,359,000 
in  1995  and  1994,  respectively.  The  retirement  plans 
are  participatory.  Under  the  Civil  Service  Retirement 
System  the  employer  and  employee  each  contribute 
7  percent  of  salary  to  the  plan.  Under  the  Federal  Em¬ 
ployees’  Retirement  System,  13  percent  of  salary  is 
contributed  by  the  Comptroller’s  Office  and  0.8  per¬ 
cent  of  salary  is  contributed  by  the  employee. 

Although  the  Comptroller’s  Office  contributes  a  por¬ 
tion  of  pension  benefits  under  the  Civil  Service  and 
Federal  Employees’  Retirement  Systems  for  its  em¬ 
ployees  and  withholds  the  necessary  payroll  deduc¬ 
tions  from  them,  it  has  no  liability  for  future  payments 
to  employees  under  these  programs,  and  is  not  ac¬ 
countable  for  the  assets  of  the  Civil  Service  and  Fed¬ 
eral  Employees’  Retirement  Systems  nor  does  the 
Comptroller’s  Office  have  actuarial  data  concerning 


Similar  to  Federal  retirement  plans,  OPM,  rather  than  the 
Comptroller’s  Office,  reports  the  liability  for  future  pay¬ 
ments  to  retired  employees  who  participate  in  the  Fed¬ 
eral  Employees  Health  Benefits  (FEHB)  plans  and 
Federal  Employees  Group  Life  Insurance  (FEGLI)  plan. 
The  Comptroller’s  Office  contributions  for  active  employ¬ 
ees  who  participate  in  the  FEHB  plans  were  $8,699,300 
and  $2,334,420  for  1995  and  1994,  respectively.  The 
Comptroller’s  Office  contributions  for  active  employees 
who  participate  in  the  FEGLI  plan  were  $146,353  and 
$136,834  for  1995  and  1994,  respectively. 

The  Comptroller’s  Office  sponsors  a  life  insurance 
benefit  plan  for  current  and  former  employees  who 
are  not  enrolled  in  FEGLI  plans.  This  plan  is  a  defined 
benefit  plan,  and  the  Comptroller’s  Office  is  fully  re¬ 
sponsible  for  the  associated  liability.  Premium  pay¬ 
ments  made  during  1995  for  current  employees 
totaled  $145,749,  while  payments  made  on  behalf  of 
retirees  totaled  $124,615. 


The  following  table  shows  the  unfunded  accrued  post 
retirement  benefit  cost  at  December  31 ,  1995  and  the 
post  retirement  benefit  expenses  for  1995. 


Accumulated  post  retirement  benefits  obligation 


Retired  participants 
Active  eligible 
Active  ineligible 

Fair  value  of  assets 
Funded  status 

Unrecognized  transition  obligation 
Unrecognized  prior  service  cost 
Accrued  post  retirement  benefit  cost 


$(1,589,406) 

(57,710) 

(3,602,657) 

(5,249,773) 

0 

(5,249,773) 

2,938,236 

0 

($2,311,537) 


Net  periodic  post  retirement  benefit  cost  for  1995 


Service  cost  $140,687 

Interest  cost  343,172 

Amortization  of  transition  obligation  over 
20  years  172,837 

Loss  due  to  changes  in  actuarial  assumptions  740,406 

Net  periodic  post  retirement  benefit  cost  $1,397,102 
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The  weighted-average  discount  rate  used  in  deter¬ 
mining  the  accumulated  post  retirement  benefit  obli¬ 
gation  was  7.5  percent.  Gains  or  losses  due  to 
changes  in  actuarial  assumptions  are  fully  recognized 
in  the  year  in  which  they  occur. 

Mote  7  -  Contingencies 

During  1995,  the  Comptroller’s  Office  was  involved  in 
litigation  arising  from  the  following  case: 

•  During  1993,  numerous  officers,  directors, 
and  shareholders  of  the  American  National 
Commerce  Bank  filed  a  suit  under  Garner,  et 
al.  v.  USA,  FDIC,  the  Comptroller’s  Office,  et 
al.  in  district  court  against  the  Comptroller’s 
Office  claiming  that  the  bank  was  incorrectly 
placed  into  receivership.  This  has  become  a 
test  case  for  the  new  regulatory  power 
granted  to  the  Comptroller’s  Office  under  the 
1992  Receivership  Law.  American  National 
Commerce  is  seeking  damages  in  excess  of 
$1  billion,  and  is  arguing  that  the  Receiver¬ 
ship  Law  is  unconstitutional.  The  Comp¬ 
troller’s  Office  expects  that  it  will  prevail  in  all 
the  issues  raised  in  this  case. 

In  addition  to  the  above,  the  Comptroller’s  Office  is  a 
defendant,  together  with  other  bank  supervisory 
agencies  and  other  persons,  in  various  litigation  pro¬ 


ceedings  resulting  from  the  closure  of  national  banks. 
In  the  opinion  of  the  Comptroller's  legal  staff,  the 
Comptroller’s  Office  will  be  able  to  defend  success¬ 
fully  against  these  complaints  and  no  material  liability 
is  expected  to  result  therefrom. 

Mote  8  -  Disclosure  About  Fair  Value  of  Financial 
Instruments 

The  carrying  amount  approximates  the  fair  value  of 
the  Comptroller’s  Office’s  financial  instrument  assets 
and  liabilities  since  the  amounts  stated  on  the  state¬ 
ment  of  financial  position  for  Fund  Balances  with 
Treasury,  Accounts  Receivable,  Travel  Advances,  Pre¬ 
payments  and  Other  Advances,  Investments,  Ac¬ 
counts  Payable,  and  Accrued  Payroll  and  Benefits, 
are  the  amounts  expected  to  be  realized  or  paid. 


Mote  9  -  Statement  of  Budget  and  Actual  Expenses 

The  operations  and  financial  statements  of  the  Comp¬ 
troller’s  Office  are  based  upon  a  calendar  year  rather 
than  the  Federal  government’s  fiscal,  September  30, 
year  end.  Consequently,  the  budget  and  actual  ex¬ 
pense  data  contained  in  the  Statement  of  Budget  and 
Actual  Expenses  is  based  upon  the  Comptroller’s  Of¬ 
fice’s  internal  operating  budget  and  this  statement 
does  not  reflect  the  data  contained  in  the  Budget  of 
the  United  States  Government. 
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